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The Honorable Susan C. Schwab
U.S. Trade Representative

600 17™ Street N.W.
Washington, D.C. 20508

Dear Madam Ambassador:

We are filing this petition under section 301 of the Trade Act of 1974 to
request the Administration take action to end the Government of China’s
undervaluation and manipulation of its currency, the renminbi (RMB). In _
particular, we are calling on the Administration to request formal consultations
with China under the relevant provisions of the World Trade Organization
agreements and to file a formal dispute settlement case within 60 days if those
consultations do not resolve this serious and urgent problem that is causing so
much harm to U.S. farmers, workers, and businesses.

Members of Congress made similar requests in September 2004 and
April 2005. The Office of the U.S. Trade Representative (USTR) was unwilling
to accept those requests because, it stated, it did not want to interfere with
efforts by the Department of the Treasury to address the issue through
dialogue with the Chinese authorities. Nevertheless, USTR made clear that it
had “serious concerns” about China’s currency policy: “China is now ready to
move toward a flexible, market-based exchange rate and should move without
delay in a manner and magnitude that is sufficiently reflective of underlying
market conditions.”

Now, more than two years later, there has still been no real progress
made on this issue. To the contrary, in December 2006, U.S. Federal Reserve
Chairman Ben Bernanke stated that “the situation has likely worsened
recently.” He stated that the undervalued RMB operates as an “effective
subsidy” that acts as “an important distortion in the Chinese economy.” While
economists have estimated that the RMB is undervalued in the range of 15 to
40 percent, the RMB has appreciated by just 0.2 percent, in real terms, since
April 2005.
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In November 2005, Treasury reported that China’s foreign exchange
regime “remains, in practice, a tightly managed currency peg against the
dollar.” Treasury called on the Chinese authorities to take action “by the time
this [semi-annual] report is next issued.” Treasury reported no real progress in
its next report (May 2006) — or in the most recent report (December 2006).
Today, the Government of China’s foreign asset reserves (an indication of its
level of intervention in the currency markets) exceed $1.2 trillion, up from
$243 billion in June 2002. Meanwhile, the U.S. trade deficit with China grew
to $233 billion in 2006, a new record.

Unfortunately, efforts over the past four years to cajole China to revalue
its currency have not borne fruit. We therefore request that you initiate an
investigation under Section 301 of the Trade Act of 1974, with a view to ending,
finally, the undervaluation and manipulation of the RMB.

We also ask that you consider taking action to address the undervalued
Japanese yen. As you know, the yen is at its lowest level in more than 20
years, and The Economist magazine recently described it as “perhaps the
world’s most undervalued currency.” Past and current actions by the
Government of Japan (including the accumulation of $900 billion in foreign
asset reserves and a monetary policy that keeps interest rates abnormally low)
are a major factor in the value of the yen today.

Thus, the situation with both China and Japan is a history of massive
government intervention in, and other management of, its markets — a major
~ factor in combined foreign exchange reserves of more than $2 trillion. This
kind of activity distorts markets, harming in real terms businesses and
working people in the United States.

We respectfully submit that the time for talk has long passed and action

Sincerely,

Sande
Chairmafi, Subcommittee on Trade
and Means Committee on Ways and Means

Committee jop/Wayg



II. .

TABLE OF CONTENTS

INTRODUCTION .....ociiieieteeeensesteceenrerestraresasaresssaraessessssassesssssesssrssanensessessesseses
AL The PetiONer . ...ttt ra s s e res s s ssvms s sae s e ssas
B. Statutory Basis for This Petition. ... ....c.ecoeeceircciiaricceci e eesseees
C. Foreign Country That Is the Subject of This Petition..........c..vccveecoverirmvvreveivnnnes
D. Petitioner’s Economic Interest ..................................
E. Requests for 07117 3 205 1T OSSO

F. PubHC HEATINZ ..veoveverierrcene et ierserereeste e se st esssteatseesste s seesenrsnesmeresnsnseesssassmeans

CHINA PRESENTS AN EXTREME AND UNIQUE CASE OF
CURRENCY UNDERVALUATION AND MANIPULATION THAT
HAVE RESULTED IN A HUGE CURRENT-ACCOUNT SURPLUS FOR
CHINA TO THE DETRIMENT OF THE UNITED STATES AND THE

GLOBAL BCONOMY .....oooiiiceerermccesestete et e ser s vessns s e eessnens terneeeen

A. China’s Jmportance In the Global Economy and Foreign-Currency
Regime In Combination Are Having An Unparalleled Disruptive

TNFIUENCE . es e s s e e as e e assrean
B. The Chinese Currency Is Significantly Undervalued...........coeeeeeevceecreeeeieenenen.

1. Economists’ Views On the Yuan’s Undervaluation.......oeeeeeeeeeeeeeeeeeennnnn.

2. The Administration’s and Other U.S. Government Officials’ Views

On the Yuan’s Undervaliation ..........cccuvereeeeeeeeeeeeeeeeeeeeeseeeseeseeseesaseeseesnes

D. Chinese Trade Statistics Greatly Understate China’s Balance of Trade
With the United States As Well As China’s Overall Current-Account

E. Capital Inflows Are Also Increasing, Exacerbating China’s Surplus In

the Capital ACCOUML ...coooomimiiieeee ettt —

F.. China’s Currency Regime Poses A Threat to the International Financial

SYSIEIML. ettt cr ettt sn e s e e ne S S



CHINA’S MAINTENANCE OF AN UNDERVALUED-EXCHANGE-
RATE REGIME VIOLATES CHINA’S OBLIGATIONS AND DENIES
THE UNITED STATES RIGHTS AND BENEFITS TO WHICH THE
UNITED STATES IS ENTITLED UNDER INTERNATIONAL LAW ......covoveeereeceee

A. China’s Maintenance of An Undervalued-Exchange-Rate Regime Ts In
Breach of Basic Principles of the World Trade Organization and Its
ABIECIMENES ..ottt s et et sa s e ssr et tee e s e seneasrres e s erasesearssarassneen

1. BacK@rOUNA......coiroiieeeet ettt be st eeeeee e me e e e eeeeseeas

2. China’s Maintenance of An Undervalued-Exchange-Rate Regime Is

A Prohibited Export Subsidy That Violates Articles 1 and 3 of the

- WTO Agreement on Subsidies and Countervailing Measures,

Articles VI and XVI of the GATT, and China’s WTO Obligations
Concerning Agricultural Products ........cccovevievevericnrirer e e esees s ssseeeneeas

‘A OVErvVIEW .ooceeveeeeeeeeeeaeen HererereeeseeseereesersasmteRbb_—tsattottan,———————tat st et aastean s nnnnn

b. Chma’s Undervalued-Exchange-Rate Regime Is Proscribed
Under the SCM Agreement and GATT Articles VI and XV....ucouveeennnncs

1. Export Subsidies Are Prohibited Under the SCM
Agreement and Articles VI and XVI of the GATT....c.oovveevveeceveieennnnne

ii. Certain Forms of Currency Undervaluation Violate the
SCM Agreement and Article VI ofthe GATT......oooveecriciiieiceienne

iii. China Does Not Qualify for Any Exception to the
Prohibition in Article 3 of the SCM Agreement on the Use
Of EXport Subsidies ....cvvueveeiereerieecceee et

iv. :China’s Maintenance of An Undervalued-Exchange-Rate
Regime Meets All of the Pertinent Criteria Under Articles
1, 2, and 3 of the SCM Agreement and Consequently Is An
Unlawful EXport SUbSIAY ...c..cooeeeieeererecerecee e eeeessees s

(a) Governmental Financial Contribution ...........ceceeveeervevvecnrernnns
(B) BENELIt ..ottt ettt een
(c) Specificity ..cceveeerereeereennas amsirssetasiesserressesarsnesasseeretraterearasiesaanran

v. The Conclusion That China’s Maintenance of An
Undervalued-Exchange-Rate Regime Is a Prohibited
Export Subsidy Is Reinforced By Items (b) and (j) of the
Hlustrative List of Prohibited Export Subsidies in Annex I
Of the SCM AZIeement ...........vveveieiriierece e rseeesceseet st sseemsesecnsae

il



(A) O (D).t rte e ertses e saseaeras e arssenean s e e nenaes
(b) Item () .......... eeeteebbesseeeseiabeeesiostsetsestttsatatanets e tnreabeenternerneennaeraees

-¢. China’s Maintenance of An Undervalued-Exchange-Rate
Regime Also Violates China’s WTO Obligations Concerning

Agricultural PTOGUCES c.ccvveeevicieieeeeict ettt neesene

3. China’s Maintenance of An Undervalued-Exchange-Rate Regime

Violates Article XV id O the GATT ..o veea e 1eressantes

a. Background .....ccocervieerviiennenenn. teeeateeaseeseseeereeesseseseseensaesenteensbeeiteaeteann

b. By Maintaining An Undervalued-Exchange-Rate Regime,
China Is Wrongly Frustrating the Intent of a Series of the

GATT7S PIOVISIONS woeevmeieeemeeeereeieeseseesseeiesasesmmmeeseaneseeaaeseasessessssssssssssssssssnses

B. China’s Maintenance of An Undervalued-Exchange-Rate Regime Is
Unjustifiable and Burdens and Restricts U.S. Commerce By Violating
China’s Obligations Under the International Monetary Fund’s Articles of

AFTCRITIENL ...t tiriicreeereeeceneetr e e sesesae e asssese s e sessesesasseasensasasessnasessssesenssssssssnes

CHINA’S POLICY OF AN UNDERVALUED YUAN IS HAVING A

DEVASTATING EFFECT ON U.S. PRODUCTION ....c.ooieiireceninercctreieeerennreraeeenns

Al OVEIVIEW ..ottt e et e e ae e e e vt ssanvesssaessnasess e saeenans seansaeneesasnssenssntnesesanssann

B. Both U.S. Imports From China and the U.S. Trade Deficit With China

C. IfRecent Trends Continue, the U.S. Trade Deficit With China Will More

Than Double in Five Yealjs .......................................................................................

| D. U.S. Production Is Being Displaced By Imports Into the United States

FrOI CRENA ..ottt s e e e e ee e eeesaseeeeee e eeaeeneeaaeamnesemeansessnsesannnns

2

Cost Pressure on U.S. Manufacturers Is Rising Due to Imports Into the

United States FIom China.......oeveeeirrieeeereresescieecereeseeaesesssass e seessensssessssessssssasen

Country of Production Is Important.........cccoecoviiinirenninieinneeieeetreie e

T
b

China’s Currency Is Affecting Global Trade Negotiations ......ccoceveeeeereveevevevennne.

1il

U.S. Exports to China Are Falling Behind ......cc.cooocoeeivcrnii e

U.S. Affiliates Are Not Causing the Import Surge From Ching.......c.ccoevveeevviivonn.nn



V.

iv



BEFORE THE OFFICE OF THE
UNITED STATES TRADE REPRESENTATIVE

) Petition for Relief Under
BIPARTISAN CHINA ) Section 301(a) of the Trade
CURRENCY ACTION COALITION ) Act of 1974, as Amended,
) 19 U.S.C. §§ 2411 et seq.
SUMMARY

The Bipartisan China Currency Action Coalition 1s a group of U.S. Members of the
House of Representatives, each of whom represents U.S. workers, farmers, family-owned
businesses, and other businesses injured by the Chinese currency’s undervaliation, which has
been estimated at 15 to 40 percent or more. Between 1994 and July 2005, China pegged the
yoan to the U.S. dollar. Over approximately the last five and a half years of that period, the
value of the yuan averaged 8.2775 yuan to the U.S. dollar and fluctuated in the range of +0.1
percent (i.e., equal to roughly 1/100™ of one U.S. cent). During the last year of that period, the
range narrowed even further to +0.01 percent (ie., equal to about 1/1,000™ of one U.S. cent)
around the average of 8.2771 yuan per U.S. dollar.

On July 21, 2005, China revalued the yuan by 2.1 percent to 8.11 yuan to the U.S. dolfar
and announced the replacement of the yuan’s peg to the U.S. dollar with reliance upon a basket
of currencies and the institution of a daily trading band of + 0.3 percent. Nearly two years later,
the weighting of this basket of currencies has not been made public, and, in fact, it appears the
yuan remains largely pegged to the U.S. dollar. As of May 2007, the yvuan’s nominal rate of
exchange is approximately 7.70 yuan to the U.S. dollar, but after relative rates of inflation in
China and the United States are considered, the real rate of exchange is probably about what it
was before the revaluation in July 2005.

China is the only major trading country in the world with what effectively is still a fixed-
peg cutrency system. By definition, this regime requires an expansive role in the market by the
Chinese government, because it alone can manage the imbalances in supply and demand caused
by its determination to maintain an undervalued price of the ynan contrary to market forces and
given China’s soaring volume of exports. China permits foreign direct mvestment that it favors,
but otherwise has a labyrinthian array of currency controls on the holding and use by businesses
and individuals of current- and capital-account inflows of foreign exchange. In effect, the
Chinese government absorbs foreign currency by printing and circulating yuan in exchange. See
Exhibit 1.

China’s yuan presents an exfreme and unique case of currency undervaluation and
manipulation. ~ While economists and academicians debate the extent of the yuan’s
undervaluation, there is a strong consensus that the yuan is significantly undervalued. See Chart

on p. 20.



China’s undervaluation of the yuan is fueling serious trade imbalances. First, China’s
official trade data significantly understate its global trade surplus and the degree of the yuan’s
undervaluation. See Section IID. If China’s import/export data arc replaced by the
~ corresponding export/import data of China’s 39 largest trading partners (which have accounted
for roughly 90 percent of China’s total trade since 1999), it is evident that the United States and
the rest of the world are ruming substantially greater trade deficits annually with China than
Chma’s official trade data show and that these deficits have become progressively worse over the
last several years especially. This conclusion is reached even after adjustments are made for
transshipments through Hong Kong and after f.0.b./c.i.f. valuation inconsistencies are reconciled.

Thus, the trade surplus of China with the United States catapulted from $33.8 billion in
- 1995 (according to U.S. data) to $235.4 billion in 2006 (again according to U.S. data). China’s
data show, by contrast, a $9.4 billion trade surplus in 1995 and a $147.3 billion trade surplus
with the United States in 2006. See Chart on p. 33. Likewise, in 1999 China reported a trade
surplus of $37.7 billion with its 39 principal trading partuners (including the United States), but
the data of those 39 trading partners indicate that China’s trade surplus in 1999 was $140.6
billion. In 2006, the corresponding figures were $217.1 billion and $470.1 billion, respectively.
See Chart on p. 36. If trade between China and the United States is excluded from the
.calculations, China’s trade surplus in 1999 was reported by China as $14.2 billion, but was
reported by China’s major trading partners other than the United States as $71.5 billion. In 2006,
China reported its trade balance apart from the United States as a surplus of $69.9 billion, while
China’s main trading partners other than the United States computed China’s surplus as $234.7
billion. See Chart on p. 39.

Second, China’s undervalued yuan has encouraged and facilitated foreign direct
imvestment into China. Between 1994 and 2000, total utilized foreign direct investment
increased by almost 21 percent and then between 2000 and 2006 rose by 55 percent as growth
accelerated. In the last several years, total utilized foreign direct investment in China has been
approximately $60 billion annually. Moreover, in 2004, the last year for which it is understood
China’s government is releasing such data, there were over $153 billion of total FDI contracted
in China. See Chart on p. 42.

Third, China’s undervalued yuan has also generated an accumulation of foreign-exchange
reserves that is excessive. In 1995, the year after the yuan was pegged to the U.S. dollar, China’s
foreign-exchange reserves were $73 billion. In 2000, China’s foreign-exchange reserves were
$165 billion. After the yuan’s revaluation in July 2005, China’s foreign-exchange reserves were
1.066 trillion dollars by the end of 2006, significantly in excess of one-third of China’s Gross
Domestic Product. Furthermore, China’s accumulated foreign-exchange reserves are far in
- excess of the IMF’s prudential guidelines of 4-6 months and 180 percent of short-term debt.

Fourth, the increase in foreign-exchange reserves is requiring China to increase its money
supply in order to purchase the foreign-exchange reserves and maintain the undervalued
exchange rate of the yuan. Between 2000 and 2006, China’s money supply has been growing
anmually by an average of 15-18 percent, see Chart on p. 47 and p. 81, and this substantial
increase in the money supply is overheating China’s economy, which has been expanding at an
average annual rate of about 10 percent over the past several years.



In the absence of an orderly realignment and revaluation of China’s exchange rate to
reflect underlying economic fundamentals, China’s economy will continue to overheat, creating
greater imbalances and pressures on an economy historically characterized by booms and busts,
ultimately resulting in a financial crisis.

China’s maintenance of an undervalued exchange-rate regime violates various
international legal obligations of China at the expense of the United States. China’s
manipulative undervaluation of the yuan constitutes a prohibited export subsidy (pp. 50-71) and
frustrates the intent of and breaches basic principles of the World Trade Organization’s General
Agreement on Tariffs and Trade (pp. 71-77 and Atftachment). At the same time, China’s
undervalued-exchange-rate policy unjustifiably gives China an unfair competitive advantage
over the United States and discriminates against U.S. exports of goods and services contrary to
- Articles IV and VII of the International Monetary Fund’s Articles of Agreement (pp. 78-83).

As our constituents have repeatedly informed us, China’s undervalued exchange rate
burdens and restricts U.S. commerce. U.S. imports from China and the U.S. trade deficit with
China are soaring, accounting for 56 percent of the increase in imports of manufactured goods
between 2001 and 2003, and have risen further since then. If longer-term historical trends in
exports and imports prevail, the annual U.S. trade deficit with China will increase from $235
billion in 2006 to $548 billion by the end of annual 2011. Even if the growth rates in 2006
continue, the deficit will still reach $442 billion in annual 2011. See Chart on p. 90.

Moreover, U.S. domestic market share is being displaced by U.S. imports from China.
According to an import penetration analysis on a sector-by-sector basis, 60 percent of China’s
mcreased import penetration of the U.S. market for mamifactured goods between 2000 and 2003
displaced domestic U.S. producers” share. This displacement is equivalent to a $31-billion loss
m U.S. domestic production. See pp. 91-97. China’s undervalued exchange rate results in
extremely low prices on China’s exports to the United States, unfairly pressuring domestic firms
by undercutting their pricing power.

The undervalued exchange rate also adversely affects U.S. exports. While U.S. exports
to China rose by 33 percent in 2006, much of the increase occurred in raw and intermediate
materials. In fact, China’s imports from the United States were the slowest-growing compared
with imports from China’s largest foreign suppliers. The U.S. share of China’s total imports
declined to a new low of 8.0 percent in 2004. If its share had not fallen, U.S. exports to China
would have been $35 billion higher in 2004 than they actually were — a significant difference of
about 50 percent.

U.S. affiliates are not causing the surge in U.S. imports from China. About 50 percent of
U.S. mports from China come from foreign-invested enterprises, the great bulk of which are
non-U.S. companies. Moreover, relative wages are not a primary factor driving U.S. imports
from China, because labor costs are a relatively small fraction of the total cost of manufacturing.

The Bipartisan China Currency Action Coalition secks the immediate elimination of the
undervaluation of the yuan. If China refuses to eliminate the undervaluation, the United States
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should pursue a formal dispute settlement action under the World Trade Organization. If such
action is successful, and China does not bring its policies into conformity with its WTO
obligations, the United States should pursue WTO-consistent remedies against China.

I INTRODUCTION

This petition is presented by the Bipartisan China Currency Action Coalition pursuant to
Section 302(a) of the Trade Act of 1974, as amended (19 U.S.C. §§ 2412 et seq.) (“the Trade
Act”), and the regulations of the Office of the United States Trade Representative (“USTR™) at
15 C.F.R. Part 2006 (2006). This petition requests that actién be taken under Section 301(a} to
end the misaligned undervaluation and manipulation of the yuan' by the Government of the
- People’s Republic of China (“China”) and to ensure active enforcer‘nent of China’s WTO
obligations if China fails to do so.

A, The Petitioner

The Bipartisan China Currency Action Coalition is a group of U.S. Members of the
House of Representatives, each of whom represents U.S. workers, farmers, family-owned
businesses, and other businesses in manufacturing and agricultural fields that are directly
affected economically by the Chinese currency’s undervaluation.

B. Statutory Basis for This Petition

As described in the balance of this petition, China’s maintenance of an undervalued-
exchange-rate regime denies and violates international legal rights of the United States, is

uhjustiﬁable, and burdens and restricts U.S. commerce, contrary to 19 U.S.C. § 2411(a)(1).

' The Chinese currency is commonly and traditionally referred to as the yuan, which is the
convention used in this petition. The official name of the currency is the renminbi, of which the
yuan is technically -a denominational unit. In referring to a monetary amount in Chinese, the
correct nsage, for example, is “ten yuan renminbi,” rather than “ten yuan” or “ten renminbi.” In
English, there 1s no distinction between denominational units and names, so petitioner has simply
used yuan. _ '



C. Foreign Country That Is the Subject of This Petition

This petition addresses the acts, policies and practices of China.

D. Petitioner’s Economic Interest

The members of the Bipartisan China Currency Action Coalition are U.S. Members of
the House of Representatives acting on behalf of their constituents whose businesses and jobs
increasingly have been undercut and lost as the result of China’s maintenance of an undervalued
exchange-rate regime. By maintaining an undervalued-exchange-rate regime that does not
reflect market cbnditions, China unlawfully and unreasonably has been bolstering the Chinese
economy at the expense of U.S. industry, workers, and farmers. Exports from the United States
- to China and to third countries have been stifled, even as Chinese-origin goods have inundated
the United States and other markets abroad. The Chinese government’s continued
undervaluation of the ywan is at the center of this dangerous imbalance. The U.S.
Representatives who are filing this petition submit that the health and continued well-being of
the U.S. manufacturing base, as well as of related service providers and all they represent for the
national security and standard of living of the United States, are at stake and threatened by
China’s mercantilism.

E. Requests for Other Relief

The Bipartisan China Currency Action Coalition has not filed and is not filing at this time
for other_ forms of relief under the Trade Act of 1974 or under any other provision of law with
respect to the acts, policies, and practices of China that are the subject of this petition. The
Bipartisan China Currency Action Coalition reserves the right to file for other forms of relief
under the Trade Act of 1974 or other provisions of law with respect to the acts, policies, and

practices of China that are the subject of this petition.



F. Public Hearing

Petitioner hereby requests that a public hearing be held in this matter. Because USTR has
already acknowledged, “We do not need to conduct an extensive 301 investigation to know that
we have serious concerns about China's currency policy,” such a hearing should not delay action
under Section 302(a) of the Trade Act of 1974 (19 U.S.C. § 2412).
IL CHINA PRESENTS AN EXTREME AND UNIQUE CASE OF CURRENCY

UNDERVALUATION AND MANIPULATION THAT HAVE RESULTED IN A

HUGE CURRENT-ACCOUNT SURPLUS FOR CHINA TO THE DETRIMENT
OF THE UNITED STATES AND THE GLOBAL ECONOMY

A. China’s Importance In the Global Economy and Foreign-Currency Regime
In Combination Are Having An Unparalleled Disruptive Influence

As of late 2006, China became the second largest trading partner of the United States, in
contrast o 1its being the United States’ third largest trading partner in terms of overall trade
volume as recently as of the end of 2004. In recent years, China has been and remains the source
of the United States’ largest bilateral trade deficit in its history. Indeed, it is almost certain that
no two countries have ever produced such an unbalanced pattern of trade as that between the
United States and China. Morcover, while the sheer magnitude of this imbalance is
unprecedented 1n its own right, the speed at which it has developed and continues to deteriorate
is cause for seﬁous concern. Until now, global market forces had never managed to produce
such a state of disequilibrium in trade patterns and financial flows. As detailed at length
throughout this petition, the root causes of this extreme imbalance are China’s emergence as an
mternational trading powerhouse fueled by its maintenance of far-reaching policies to interfere
with market forces to its advantage. While these gains have come largely at the expense of the
United States, there is ample current evidence, as well as historical precedent, to suggest that
these policies are running tremendous risks not only to China itself, but also to the global trading

environment and economy at large.



Understandably, myriad factors underpin this unparalleled shift in trade and investment
flows between China and the United States. Nevertheless, China’s foreign-currency regime,
which relies on expansive confrols, restrictions and intervention by its central government to
thwart market-driven disciplines and normal adjustment patterns, is a primary if not predominant
factor. China’s undervaluation and manipulation of its foreign-exchange market have produced
a massive and self-serving distortion in the global trading and financial system, primarily to the
detriment of the United States. These effects are clearly manifest in China’s soaring trade
éurplus, foreign direct investment inflows and foreign-exchange reserves, whereas, for the
United States, thie effects are evident in its burgeoning trade deficit and massive increase in
foreign debt, an increasing proportion of which is now held by China.

China’s command and eontrol of its foreign-exchange market are standing characteristics
consistent with China’s close management of its broader economy. The extent and persistence

of the Chinese government’s interference in the foreign-exchange market have a long tradition of

producing endless cycles of distortions and imbalances requiring even more extensive

interventions. Until recently, China has boine the brunt of the resulting inefficiencies and
volatility caused by such interference. Since joining the WTO in December 2001, however, as
China has become more integrated with the global economy, these burdens and distortions
increasingly have been migrating beyond China’s borders, with the United States at the end of
‘the path of least resistance.

China’s control of the foreign-exchange market begins with its exchange-rate regime.
While China has reported to the International Monetary Fund (“IMF”) that it employs a

“managed-float” type of regime, in practice China’s regime is better classified effectively as a



% This type of regime establishes a set parity value of the yuan vis-a-

“conventional fixed-peg.
vis the U.S. dollar. Due to the very narrow range of fluctuation permitted by the Chinese
government around this set parity value (+ 1 percent or less), the peg {or value) is considered
“fixed.”> While the nominal rate of exchange between the yuan and the U.S. dollar has gone
from approximately 8.28 yuan to its present 7.70 yuan to the U.S. dollar since the yuan’s 2.1-
percent revaluation on July 21, 2005, the real rate of exchange effectivély has remained about the
same after the relative rates of inflation in China and the United States over this period of time
are considered.

Among the many different types of regimes in use around the world, fixed-peg regimes,
by their very nature, tend to require the greatest degree of governmental intervention and control
by monetary authorities in order to maintain the relative value of the currency close to its parity
value. Consequently, the use of fixed-peg regimes is extremely limited, and only 30 countries
other than China employ such regimes.* These countries generally have small, lesser-developed

economties with trade and financial flows that are relatively minor and/or in balance. China

2 As outlined in detail in Exhibit 1, China’s failure to properly classify its foreign-exchange
regime led the IMF in 1999 to alter its formal classification scheme by relying on its own staff’s
assessments of the regime in use rather than that reported by individual members. :

* Between 2000 and mid-2005, according to the Federal Reserve, the value of China’s currency
averaged 8.2775 'yuan to the U.S. dollar with interim fluctuations in the range of +0.1 percent
(i.e., equal to roughly 1/100™ of one U.S. cent). During the last year of that period, the range
narrowed even further to +0.01 percent (i.e., equal to about 1/1,000% of one U.S. cent) around the_
average of 8.2771 yunan per U.S. dollar. The weighting of the basket of currencies announced by
China upon the yuan’s modest revaluation i July 2005 has not been made public, and it appears

-from the real exchange rate between the yuan and the U.S. dollar that the yuan effectively
remains pegged to the U.S. dollar as of May 2007.

* The countries that peg their currencies specifically to the U.S. dollar are, of course, even fewer
in number and fall loosely into two groupings. The first comprises countries that are relatively
dependent on the United States for a large portion of their otherwise limited overall trade. The
second comprises countries with exports that are dominated by international commodities traded
in U.S. dolars, such as oil producers. China fails to fit into either of these general groupings.



stands out as a glaring exception, dwarfing the next two largest countries in this group —
Malaysia and Saudi Arabia.’

From a structural standpoint, therefore, China is essentially alone in its continued use of
what effectively is a fixed-peg regime given its size and integration with the global economy.
Other major trading partners of the United States, including Mexico, CaI_lada and the European
Union, allow their respective currencies to float freely against the U.S. dollar such that market
forces determine the respective currency values that prevail under different economic c,;onditions.
Only China holds firm to what amounts to a conventional fixed-peg arrangement alongside
comparatively minor trading partners and despite the unprecedented imbalances and distortions
that have resulted. |

It is emphasized that the use of a fixed-peg regime is not necessarily problematic or
distortional in and of itself. As detailed both above and further in Exhibit 1, however, the use of
fixed-peg regimes tends to be narrowly confined for good reason. The desirability of and need
for exchange-rate adjustments increase in direct proportion to the volume of trade and
investment flows, to the rbeneﬁt of all sides in the web of trading and investment relationships
around the globe. When trade and financial flows are relatively insignificant or balanced, they
simply are not capable of generating significant distortions or persistent disequilibria among
countries and between partners. Any comparatively minor imbalances that do arise typically are

- easily managed via the governmental interventions that are characteristic of fixed-peg regimes.

> Malaysia expenienced a currency crisis in 1997-1998 under a fixed-peg regime and is actively
considering adopting a more liberal regime, while Saudi Arabia is the world’s largest oil
exporter.



Once trade and financial flows exceed a certain point,” however, significant distortions
and disequilibria can arise and easily overwhelm a government’s ability to sustain the extensive
degree of on-going intervention required to maintain a relatively fixed rate of exchange. This
intensive governmental involvement explains why all other countries with significant trade and
financial flows tend to employ more liberal cutrency regimes. Once again, China stands in sharp
contrast, not just in terms of its nominal regime and the yuan’s real exchange rate with the U.S.
dollar, but also in terms of the imbalances that have resulted and the extent of governmental
intervention and control that have been essential to maintain this regime. China has fostered
these imbalances via wide-ranging restrictions on the supply and demand (and ultimately the
price) of the yuan and other foreign currencies in its economy, as summarized below.

By definition, China’s essentially conventional fixed-peg regime requires an expansive
role in the market by the government, because it alone is in a position to manage the resulting
supply and demand imbalances that stem from its determination to maintain in real terms a fixed
~ price of the yuan in the face of market forces that would lead to a markedly different result.
Moreover, the extent of the government’s involvement in the market increases in direct
proportion to the imbalances it creates by interfering in the first place. The measures employed
by the Chinese government encompass both supply- and demand-side controls that effectively
negate the pressures that would otherwise cause the value of the yuan to fluctuate, as the
currency of every other major trading country does.

As Chinese exports and foreign-direct-investment inflows have ballooned in recent years,

the supply of foreign exchange in China has likewise increased. Confronted with this huge

% While there is no established ceiling or reference point, $30-$50 billton in annual trade with the
United States appears to constitute a significant threshold, as detailed in Exhibit 1.
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nflux of fo?eign currency, China’s government either must permit more demand for foreign
currency in its economy or must create that demand artiﬁ_cially via its own intervention in the
market to absorb the excess supply. The Chinese government has favored the latter approach -
through its r_estrictions on and even abolition of normal supply-and-demand forces,” preferring to
- purchase the ever-increasing surphises of foreign exchange directly in order to remove those
surpluses from the Chinese ma:ket._

As the Chinese government restricts holdings and authorized uses of foreign currency,
the only alternz;tive in the Chinese economy is to convert the foreign currency to yuan. Thus, the
demand for yuan increases proportionally with the excess supply of foreign currency, which
would normally lead to an increase in the value of the ynan. Instead, the Chinese government,
having created the excess supply of foreign cwrrency, has stepped in and mediated the
corresponding excess demand for yuan by simply printing more yuan in order to absorb the
~ surfeit of foreign currency and clear the market at the price desired and set by the government.®

As a result, China’s official foreign—exchahge reserves, along with the supply of yuan, have

7 The primary authorized components of foreign-exchange supply within China are limited to
export revenues, the repatriation of profits earned abroad and foreign direct investment inflows,
all of which remain subject to some degree of limits or restrictions. Specifically, foreign
companies are required to surrender foreign-exchange earnings above certain limits, while
domestic firms remain barred from retaining their foreign-exchange eamings altogether, with the
exception of a partial exemption for several large, statc-owned enterprises. Moreover, purchases
of foreign exchange by private individuals and households remain subject to restrictions. Two
other typically important sources of foreign-exchange supply — borrowing abroad and. foreign
portfolio investment (e.g., foreign purchases of Chinese bonds and securities) - remain strictly
limited. See Exhibit 1.

® Due to the broad restrictions on authorized uses of foreign cwrency in China, the primary
‘authonzed “use” of foreign currency is conversion into yuan through the government.

-11-



soared and, in furn, have produced overheated conditions in China’s economy that threaten not
only China, but also the nations with which it trades and competes.’

China’s interference with market mechanisms is most evident in its labyrinthine array of
restrictions on capital-account transactions that are likewise biased in its favor. While
restrictions on foreign direct inflows have been liberalized, nearly every other aspect of China’s
capital account is subject to advance approval, licensing or certification, explicit limits,
conditional requirements or outright prohibitions, as detailed in Exhibit 1. Paradoxically, the
Chinese government’s interference in capital-account transactions is so extensive that there is a
fundamental uncertainty in the market whether substantial capital inflows or substantial capital
outflows would result if normal market conditions were permitted rather than systematically
thwarted.'® Under the existing biased structure, however, China has clearly tipped the balance in
its own favor by permitting certain types of foreign investment it favors (foreign direct
investment) while prohibiting or limiting other types of foreign investment and lending.
Meanwhile, China’s gévemment sharply restricts its own citizens and businesses from investing
or lending abroad at the same time it is forced to do so by virtue of its massive accumulation of
foreign-exchange reserves. |

In conclusion, China is the only major trading country in the world that effectively
maintains what essentially is a conventional fixed-peg system that, in turn, can only be sustained

via broad restrictions on foreign-exchange supply and demand, along with direct governmental

? China’s foreign-exchange-reserves growth is discussed further in Sections ILB. and IL.C. of this
petition.

' In attempting to justify its maintenance of strict capital-account controls, the Chinese
government has cited the nisks of rapid and destabilizing capital inflows, as well rapid and
destabilizing capital outflows. It is difficult to rationalize how both risks can exist
simultaneously, although the paradox iliustrates just how distorted China’s market has become.
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control of the foreign-exchange market. Taken as a whole, the system has produced
unprecedented imbalances in trade and financial flows, particularly with respect to China’s
relationship with the United States. Moreover, as China’s position in the global economy has
elevated, there has been no movement by China toward more open and market-based disciplines,
because the extent of these imbalances has necessitated even greater governmental interference
- and distortions.

These problems are manifest in the substantial undervaluation of the yuan (see Section

ILB., infra), China’s soaring trade surpluses,'' China’s even more dramatic surplus m its “basic

balance of payments,”'?

and, finally, China’s rapidly escalating foreign-exchange-reserve
holdings. While Cﬁina has been reaping short-term benefits from this inequitable relationship,
- the United States has been suffering a trade deficit of historic proportions, which has been a
significant factor in the unprecedented erosion of the U.S. manufacturing base (see Section IV,
infra). Moreover, the economic effect on the United States to date, unfortunately, is considerably
less than the developments that are likely to occur in just the next few years if this inequitable

relationship 1s permitted to continue.

B. The Chinese Currency Is Significantly Undervalued

As outlined in Exhibit 1, China has a longstanding history of overvaluing and
undervaluing and manipulating its official exchange rate in order to achieve various policy goals.

In the 1970s, China’s currency was considered significantly overvalued, as the government

! China’s reported global trade surplus is substantially greater than is reported in China’s trade
statistics. See Section ILD., below, for a detailed analysis of the substantial discrepancy between
the trade surplus as reported by China compared to that reported by China’s major trading
pariners.

12 China’s basic balance of payments is roughly equivalent to its current-account balance plus its
foreign-direct-investment inflows. See further discussion of this measure in Section ILB., infra.
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“sought to favor the import sector in obtaining badly needed capital goods, at the cost of persistent
severe losses by the export sector.”” The gross extent of the overvaluation was made evident in
China’s limited and temporary experiments with free-market forces over a 20-year period
beginning in 1978, when the official exchange value of the yuan was 1.60 per U.S. dollar.
During these two decades, each time the government liberalized its stranglehold over the foreign-
exchange market, the more the market-driven rate diverged quickly and substantially from the
official rate.

On some occasions, the Chinese government would tolerate substantial differences
between the devalued market-based rate and the overvalued official rate for extended periods of
time. These differences were generally in the range of 50-60 percent, but often were even
higher. On other occasions, China would devalue the official rate and “chase” the market rate
pertodically, usually with only limited success before significant divergences appeared again,
leading the government either to tolerate the reemerging disparity or attempt to control it by
imposing controls on the “market” rate.™

Finally, in 1994, China abandoned its dual-rate system by aligning the official exchange
rate with the market rate via a massive 50-percent final devaluation (to 8.70 yuan per U.S.
dollar). The Chinese government announced its intention to permit the exchange rate to float

more freely based on market forces while still actively managing the rate as it deemed necessary.

‘13 See Guijun, Lin and Ronald M. Schramm, “China’s Foreign Exchange Polices Since 1979: A
Review of Developments and an Assessment,” University of International Business and
Economics, Beijing (May 2003).

" From 1981 through 1994, the Chinese government repeatedly devalued the official value of
the yuan in response to its divergences from the more market-oriented unofficial value. In this
time period, there were at least six major devaluations undertaken by the Chinese government,
which led the yuan to fall in value from 1.54 yuan per U.S. doilar in 1981 to 8.70 yuan per U.S.
dollar in 1994. See Guijun and Schramm.
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The reforms and devaluation in 1994 immediately improved China’s frade and investment
competitiveness, which reversed the downward pressure on the yuan that had persisted
practically without interruption since 1978. Within a matter of months, the yuan had appreciated
by more than three percent to 8.44 yuan per U.S. dollar, leading the Ceniral Bank to begin
intervening in the exchange-rate markets to limit the rise in the yuan. In intervening aggressively
in the market, China signaled its policy had officially changed to the promotion of exports and
foreign direct investment. With the Chinese government limiting the ﬁruan’s appreciation,
exports and foreign direct investment both began to increase strongly in 1994, thus marking the
latest chapter in the government’s active involvement in and control over the foreign-exchange
markets.

One year later at the end of 1993, the yuan had managed to appreciate by an additional
two percent to 8.30 per U.S. dollar, despite continuing interventions by the Central Bank to limit
the nse. The Central Bank’s intervention was manifest in a notable jump in foreign-exchange
reserves that, just a few years later, would prove to be merely an initial blip. Since the end of
1995, a span of more than eleven years, China’s real exchange rate has hardly wavered despite
fhe yuan’s modest revaluation of 2.1 percent in July 2005 and despite continuing and significant
current-account surpluses and foreign-direct-investment inflows. However the Chinese economy
is judged, the overwhelming improvements in its condition and performance between 1993
(shortly before the dual-rate system was scrapped) and today are exceptional by almost any
measure — trade balance, current-account balance, basic balance, capital-account balance, and
reserve position. Only one measure stands out in this respect from all the others — China’s
exchange rate with the U.S. dollar, which in real terms has moved very little and left the ynan

severely devalued since 1994.
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While there is considerable debate as to the precise degree of the yuan’s undervaluation,
a strong consensus exists both among economists and academicians as well as policy makers that
the yuan is undervalued by a significant margin, which also is perfectly consistent with China’s
history.

1. Economists’ Views On the Yuan’s Undervaluation

In evaluating the degree to which a currency may be undervalued, economists rely
heavily on two measures of the relative supply and demahd for a given currency -- whether
-foreign-exchange reserves are accumulating and the size of the basic balance of payments. Each
of these key measures indicates a high degree of undervaluation of the yuan.

As discussed in greater detail in Sections [I.A. and IL.C. of this petition, a country’s
foreign-exchange-reserve holdings can be assessed directly from its balance-of-payments data.
A country’s official foreign-exchange reserves fluctuate along with its combined current- and
capital-account positions. Consequently, if a country’s combined current and capital accounts
are in surplus, as is overwhelmingly the case for China, there is a net inflow of foreign currency
that 1s reflected by an increase in its official reserves. In effect, more foreign currency is flowing
into the country than out of the country, leading to an accumulation of foreign currency in the
form of official reserves. Increasing official reserves are a clear sign of currency undervaluation,
* as explained below.

In China’s case, the tremendous increases in U.S. dollars flowing into the country from
both its trade surpluses with the United States and its foreign-direct-investment inflows from the
United States are met with tight controls by the Chinese government, which has sharply
- restricted authorized uses of U.S. dollars. The primary authorized “use” of U.S. dollars is
conversion into yuan, which means that there is constant selling of U.S. dollars and buying of

yuan in China. In order to forestall an unwanted appreciation of the yuan vis-a-vis the U.S.
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dollé;r, the Chinese government intervenes in the market and purchases any amount of U.S.
dollars by “selling” (i.c., printing) any amount of yuan required to keep the value of the yuan
narrowly fixed versus the U.S. dollar. Consequently, the Chinese government’s intervention in
the market to buy U.S. dollars at a fixed price indicates that U.S. dollars are in excess supply at
the prevailing rate of exchange; otherwise, the market would clear on its own and make
unnecessary that the government be the demander of last resort. Thus, China’s soaring official
forei gﬁ—exchange reserves clearly confirm the undervaluation of the yuan.

‘Given that official reserve positions can fluctuate or be skewed temporarily by factors
unrelated to underlying supply-and-demand forces, economists often rely on a second measure —
the country’s basic balance of payments — as further confirmation of relative currency valuations.
Before turning to this additional indicator, however, it must be emphasized that China’s massive
accumulation of foreign-exchange reserves cannot be described either as a fluctuation or
temporary in nature. Indeed, these huge reserves are a direct product of the Chinese
government’s protracted interference in the foreign-exchange market since 1994 and its refusal
to permit market forces to mediate supply and demand. As a result, the government bas created

‘a gaping imbalance between supply and demand that it must neutralize in order to keep the yuan
from appreciating.

A country’s basic balance of payments is a subset of its overall balance of payments. The
so-called “basic balance” is the sum of the country’s current account (mainly its trade balance)
plus the non-short-term portion of its capital account. In relation to the overall balance of
payments, the basic balance ignores short-term financial and portfolic flows, as well as net
purchases or sales of official reserves by monetary authorities. Due to China’s strict capital-

account controls, however, the non-short-term portion of its capital account is confined almost
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entirely to foreign-direct-investment inflows. Consequently, China’§ basic balance is essentially
the aggregate of its current account and foreign-direct-investment inflows.

Economists rely on the basic balance as a strziightforward gauge of a country’s financial
relationship with the rest of the world. China’s basic balance has been consistently positive for
many years and is excessive relative to its Gross Domestic Product (“GDP”). Thus, China’s
global trade surplus annually averaged nearly U.S. $40 billion between 1999 — 2003 and then
rose to $60.9 billion in 2004, to $135.1 billion in 2005, and to $217.1 billion in 2006 (according
to China’s data). Throughout these years, according to the data reported by China’s major
trading partners, as detailed in Section ILD., below), China’s global trade swplus was
substantially greater than China acknowledged, amounting to $285.8 billion in 2004, $385.2
billion in 2005, and $470.1 billion in 2006.

According to the Chinese government’s own data, therefore, when China’s global trade
surplus 1 the last several years is combined with the average of approximately $60 billion
annually between 2004-2006 of total utilized foreign-direct-investment mflows into China during
the same period, the result is an estimated basic balance for China of approximately $120 billion
. in 2004, $195 billion in 2005, and $277 billion in 2006. See Exhibit 3, Table 5B. China’s basic
balance, in other words, is shown by China’s official figures to have been approximately 11
percent of China’s GDP in 2006.

As astonishing as these numbers are in their own right, the picture that emerges when the
trade data of China’s fnajor tradmg partners are considered is even more exceptional. On this
basts, when China’s global trade surplus in the last several years is combined with the average of
approximately $60 billion annually between 2004-2006 of foreign-direct-investment inflows into

China-during the same period, the result is an estimated basic balance for China of approximately
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$339 billion in 2004, $436 billion in 2005, and $524 billion in 2006. See Exhibit 3, Table 5D.
Seen from this vantage, China’s basic balance is shown by the official figures of China’s major
trading partners to have been approximately 22 percent of China’s GDP in 2006.

According to both these key measures, therefore, the yuan is clearly undervalued, and, as
noted previously, the many economists who have attempted to measure the degree of
undervaluation have reached the same consensus.'”> While their estimates vary considerably due

to the difficulties in precisely measuring equilibrinm currency values, a general conclusion

1> Recent studies attempting to measure the extent of the yuan’s undervaluation include:

Eamest H. Preeg, “Exchange Rate Manipulation to Gain an Unfair Competitive Advantage: The
Case Agamst Japan and China. Manufacturers Alliance/MAPIL, Oct. 2, 2002, (Rev. Version) at
www.mapi.oet. See also Emest H. Preeg, “Exchange Rate Manipulation to Gain an Unfair
Competitive Advantage: The Case Against Japan and China,” in C. Fred Bergsten and John
Williamson, eds., Dollar Overvaluation and the World Economy, Institute for International
Economics (Washington, D.C. 2003).

Morris Goldstein, Testimony before the Subcommittee on Domestic and International Monetary

-Policy, Committee on Financial Services, U.S. House of Representatives, Oct. 1, 2003; see also
Morms Goldstein and Nicholas Lardy, “Two-Stage Currency Reforms for China,” Asian Wall
Street Journal, Sept. 12, 2003.

John Williamson, “The Renminbi Exchange Rate and the Global Monetary System,” outline of a
lecture at the Central University of Finance and Economics, Beijing, China, Oct. 29, 2003;
available af the website of the Institute for International Economics (www.iie.com).

Jim O’Neil and Dominic Wilson, “How China Can Help the World,” Goldman Sachs Economic
- Research Group, Global Economics Paper 97, Sept. 17, 2003.

Dropsy, Vincent, “China’s Accession to the WTO, Real Exchange Rate Changes and Their
Impact on U.S. Trade with Greater China,” Department of Economics, California State
University, Fullerton, March 2001.

Yang, Jiawen and Isabelle Bajeux-Besnainou, “Is the Chinese Currency Undervalued?”
Occasional Paper, Center for the Study of Globalization, The George Washington University,
November 2003.

Bhalla, Surjit S., “Chinese Mercantilism: Currency Wars and How the East Was Lost,” Indian
Council for Research on International Economic Relations, Working Paper No. 45, July 1998.

Anderson, Jonathan, “The Complete RMB Handbook,” UBS Investment Research, Asian
Economic Perspectives, Oct. 27, 2003.
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nonetheless has emerged that the yuan is, in fact, undervalued and that the undervaluation is

significant.'®

The tabulation below summarizes the estimates of the undervaluation of the Chinese

yuar.
Analyst Publication Date of Pablication Percent Yuan Undervalued
Preeg MAP] Sept. 2002 40%
Goldstein Testimony to Congress Oct. 2003 15-25%
Williamson IIE Lecture Qct. 2003 Over 25%
O’Neill & Wilson Goldman Sachs Rpt. Sept. 2003 10-15%
Big Mac Index Economist Feb. 2007 56%
World Bank PPP Level 2000 75%
Dropsy China’s Accession to the Mar. 2001 100% (estimated real exchange
WTQ, Real Exchange Rate rate needed for zero trade
Changes and Their Impact balance, as of 1999)
on U.S. Trade with Greater
China
Yang and Bajeux- Is the Chinese Cumrency Nov. 2003 27.99% based on PPP and using
Besnainou Undervalued? 1985 as fixed base year
Bhalla Chinese Mercantilism: July 1998 10-15% as of 1998
Currency Wars and How the
East Was Lost
Anderson/UBS The Complete RMB Oct. 2003 Nearly 25% in real terms
Handbook
Goldstein Testimony to Congress Mar. 2047 40% or more

The CRS

study, although it serves as a good summary of current undervaluation

estimates, 1s critical of all, in general citing their reliance on non-empirical assumptions to fix an
equilibrium point as to China’s current-account balance and the difficulty of deriving such an
equilibrium point in the presence of the comprehensive capital controls exercised by the Chinese

authority. See CRS at CRS-9." Illdeéd, a recurring theme in the relevant analyses of China and

16 A recent study by the Library of Congress’ Congressional Research Service (“CRS™) cautions
that “{a}lthough it is certain that the yuan would appreciate if the central bank were not
mcreasing its foreign reserves, there is no direct way to determine how much it would
appreciate.” Wayne Mommison and Marc Labonte, “China’s Exchange Rate Peg: Economic
Issues and Options for U.S. Trade Policy,” CRS Report for Congress, Dec. 5, 2003.

7 1t should be noted that the CRS report, while critical of the various academic efforts used to
estimate the yuan’s undervaluation, offers no alternative calculation or methodology.
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the role of its exchange rate in its recent trade performance and balance-of-payments position
centers on the lack of reliable benchmarks against which objective measurements can be made,
not to mention inferences drawn as to causes, effects or even basic trends. In short, extensive
and pervasive Chinese governmental interference in markets, both in the past and present,
~coupled with often dubious statistical data available on the Chinese economy and financial
markets, makes even general conclusions and assessments haphazard at best. Consequently,
rather than focus unduly on one particular analysis or methodology, it is perhaps more instructive
to view the less disputable results. In particular, the historical data support the conclusion that
the yuan’s exchange rate has remained largely static since 1994 despite a massive increase in the
supply in U.S. dollars vis-&-vis the yuan, now reflected in China’s large and rapidly growing
foreign-exchange holdings and investments in U.S. governmental debt instruments.

Thus, technical critiques of the imprecision of the extent of the yuan’s undervaluation are
not the focus of this discussion. The purpose here is to establish (a) that there is a widespread
lconsensus among economists that the ynan is undervalued and (b) that the various estimates
- cited, even acknowledging some imprecision, generally are ranged closely and find significant
undervaluation of the yuan. Placed within the context of cuneﬁcy movements, which typically
- fluctuate by only a fraction of a percent or two over many months, all of the estimates listed
above indicate that the yuan is significantly undervalued. These éstimates also show that
China’s 2.1-percent revaluation of the yuan in July 2005 and the yuan’s lack of any significant
real appreciation since then -are totally inadequate and likely will not stem further speculative

pressure on the yuan.
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2. The Administration’s and Other U.S. Government Officials’ Views
On the Yuan’s Undervaluation

In addition to the estimates by the private sector just reviewed, it is important to note that
the Administration itself has already acknowledged the Chinese government’s. distorting
interference in the foreign-exchange markets and recognized that the yuan is significantly
undervalued to the serious and increasing detriment of the U.S. economy. Many other U.S.
governmental officials have echoed these same sentiments. A sample of the more prominent of
these comments is summarized below.

In testimony to the House Ways and Means Committee on October 30, 2003, Treasury
Under Secretary for International Affairs John Taylor said, “To maintain this fixed exchange
rate, the central bank of China has had to intervene in the foreign exchange market.... Recently
the central bank has intervened very heavily in the markets to prevent the yuan from
appreciating. Since the end of 2001, dollar buying has been so great that the foreign reserves
held by the Chinese government have risen by $171 billion to $384 billion (as of end-September
2003).” During 2006, China’s foreign reserves exceeded one trillion dollars for the first time.

In an interview with the Associated Press (“AP”) published on November 21, 2003,
Treasury Secretary John Snow emphasized that the Administration’s ultimate goal was to have
market forces determine the value of the yuan. "Clearly, we want to hold their feet to the fire,"
Secretary Snow told the AP. "We are interested in seeing real movement, real action,” he said.
Most importantly, Secretary Snow told the AP that, as an interim step, the Administration would
favor a decision by China to revalue its currency to a level more closely reflecting its fair value.

In testifying before the Senate Budget Committee on February 13, 2004, Secretary Snow
said, in referring to the value of China’s currency, “We were straight with them. We said, ‘this

_- system doesn't hold together. It doesn't work. It's not right for the world economy. It's not right
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for the world trading system and you need to move to a flexible sort of exchange rate that allows
the market to set the valﬁe rather than having you arbitrarily establish the value.”"

Clearly, these remarks confirm Secretary Snow’s and the Administration’s recognition of
the gross inconsistency between China’s foreign-exchange policies and its economic relationship
with the rest of the world. In an interview with Charlic Rose broadcast by the Public
Broadcasting System on February 25, 2004, Secretary Snow paraphrased his own dialogue with
the Chinese go.vernment. “*Premier Wen, it’s in your interest to move to a flexible exchange
rate. You are now becoming a big {sic} big part of the world trading system. And, as part of the
world trading system, it’s important that you play by the rules of the game — fulfill your WTO
commitments, open your markets, deal with this piracy of intellectual property, which is a
problem.”” According to Secretary Snow, the Chinese government itself acknowledged these
mconsistencies. When asked how the Chinese government reacted to his urgings, Secretary
Snow paraphrased its response as follows: ““We intend to be and are and will be a responsible
citizen of the globe. We know we are no longer an isolated economy. We are now one of the
great economies of the world. We have responsibilities and we’re going to live up to them.””

Later, Secretary Snow testified on March 25, 2004, before the House Committee on
Financial Services that “{t}his Administration has stressed that China needs to move to float its

cutTency as soon as possible.”'®

8 USTR’s 2004 National Trade Estimate Report on Foreign Trade Barriers (April 1, 2004).
stmilarly observes at page 58 that “{t}hroughout 2003, the Administration urged China, both

bilaterally and in multilateral fora, to move toward a flexible, market-based exchange rate regime
and to reduce controls on capital flows.” At the same time, USTR comments that China’s new
leadership has not announced a timetable to implement a more liberalized, market-oriented
currency regime and that “{s}erious engagement with China on this issue will continue in 2004.”
Id.
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While the Treasury Department has taken the lead role on these issues, the extent of the
| problem has not escaped the White House’s attention. In a CNBC interview reported by the
* British Broadcasting Corporation on September 5, 2003, President George W. Bush said, in a
thinly-veiled reference to China, “We expect our trading partners to treat our people fairly — our
producers and workers and fanmers and manufacturers -~ and we don’t think we’re being treated
fairly when a currency is controlled by the government.”

Moreover, in remarks at the Owens Community College outside Toledo, Ohio, as
reported in the “Washington Trade Daily” on January 21, 2004, the President made the
Administration’s position abundantly clear. He bluntly said, “We expect countries like China to
understand that trade imbalances mean trade is not balanced and fair. They have got to deal with
their currency.” Thus, the President has underscored, in no uncertain terms, that a clear link
exists between the value of the yuan and the huge U.S. frade deficit with China and that China’s
manipulation of its currency is harming the U.S. economy.

The opinion of the President and Treasury Secretary Snow is echoed by other policy
makers across the political spectrum. The U.S.-China Economic and Security Review
Commission, a bi-partisan group mandated by law to examine China’s economic policies,
recommended as early as October 2003 that:

The Treasury Department should make a determination in its
forergn exchange rate report to Congress that China is engaged in
manipulating the rate of exchange between its currency and the
U.S. dollar to gain an unfair competitive trade advantage and

immediately enter into formal negotiations with the Chinese
Govermnment over this matter."

' .S.-China Economic and Security Review Commission, written testimony of Roger W.
Robinson, Jr., Chairman, and C. Richard D’Amoto, Vice Chairman, submitted to Hon. Ted
Stevens, President Pro Tempore U.S. Senate, and J. Dennis Hastert, Speaker of the House,
Oct. 14, 2003,
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Even Alan Greenspan, the assiduously non-controversial, previous Chairman of the
Federal Reserve Board of the United States, agreed in the summer of 2003 that the yuan was
undervalued. See “Transcript: Greenspan on China Foreign Exchange Peg to Dollar,” as quoted

in The Market Wire, Market News International, July 17, 2003.%°

More recently, in December 2006 in Beijing during the Strategic Economic Dialogue,
Chairman Bernanke noted in a thoughtful, well-reasoned paper,

As the Chinese trade surplus has continued to widen, many
analysts have concluded that the RMB is undervalued. Indeed, the
situation has likely worsened recently; because of the RMB’s link
to the dollar, its trade-weighted effective real exchange rate has
falien about 10 percent over the past five years. Allowing the
RMB to strengthen would make imports of consumer goods (as
well as capital goods) into China less expensive. Greater scope for
market forces to determine the value of the RMB would also
reduce an important distortion in the Chinese economy, namely,
the effective subsidy that an undervalued currency provides for
Chinese firms that focus on exporting rather than producing for the
domestic market. A decrease in this effective subsidv would
mduce more firms to gear production toward the home market,
benefiting domestic consumers and firms. Reducing the implicit
subsidy to exports could increase long-term financial stability as
well: If {sic} China invests too heavily in export industries whose
economic viability depends on undervaluation of the exchange
rate, a future appreciation of the RMB could lead to excess
capacity in those industries, resulting in low returns and an
increase in nonperforming loans.

Prepared Text of Remarks by Chairman Ben S. Bernanke at the Chinese Academy of Social
Sciences, Beijing, Dec. 15, 2006 (footnotes omitted; emphasis added).
Secretary of the Treasury Paulson has also been emphatic that China needs to take

effective measures to revalue the yuan. In testimony before the Senate Banking Commitiee on

O response to a follow-up question on whether it would be beneficial to revalue or float the
yuan, Greenspan opined, “I think that from an economic pomt of view it’s going to become
increasingly evident that is what is going to have to happen....” Id.
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January 31, 2007 (transcript at pp. 15-17), Secretary Paulson outlined the steps that in his
judgment China must take in order to develop the market infrastructure China needs for a freely
floating, market-determined currency and stressed that China is not moving quickly enough in
these regards for the United States, the global community, or China’s own good.

Congress in particular has expressed growing frustration over the continued
undervaluation of the yuan and its resultant negative impact on U.S. jobs, especially in
manufacturing. This congressional focus on Chinese undervaluation as a major culprit in
continued U.S. job losses is most clearly illustrated by the introduction of numerous bi-partisan
bills and resolutions calling for the imposition of broad tariff increases or other restrictions on

“imports from China. S. 1586 was the first legislation to be introduced during the 108™ Congress
(on September 5, 2003) in response to China’s currency and foreign-exchange policies. While
this bill was withdrawn in 2006, it was quickly followed by many others seeking to address

China’s undervalued and/or manipulated currency, as follows:

Bill/Resolution Date Introduced Dated Passed

S. 1592 September 8, 2003 -
H.R. 3058 September 10, 2003 -
H. Con. Res. 285 September 17, 2003 -

S. Res. 219 September 9, 2003 September 26, 2003
H.R. 3269 October 8, 2003 -
S. 1758 October 20, 2003 -~
H.R. 3364 October 21, 2003 -

H. Res. 414 October 29, 2003 October 29, 2003

S. Res. 262 November 6, 2003 -~
H.R. 4986 July 22, 2004 -
H. Con. Res. 33 January 26, 2005 -
S. 295 February 3, 2005 -
S.377 February 15, 2005 --
S. Amt. 309 to S.600 April 6, 2005 —
H.R. 1498 April 6, 2005 —
H.R. 1575 April 12, 2005 -
S. 3992 September 28, 2006 o
H.R. 782 January 31, 2007 -
S. 796 March 7, 2007 -
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C. China’s Exchange-Rate R;eginie Constitutes Currency Manipulation

On a fundamental level, the value of a naﬁon’s currency at any time, as with any other
financial asset, is a function of the relative supply and demand for that currency. Also as with
any other financial asset, however, the value of a currency does not necessarily reflect its
theoretical fair value or equilibrium at any given point in time. In fact, the value of a currency is
likely to be above or below its theorstical fair value. at any point in time, as the market
dynamically searches out equilibrium values through the opposing actions of buyers and sellers,
as well as the balancing of the future expectations of market participants.”’ Nevertheless, over
time and if Iﬁermitted, asset values tend to converge toward their fair values or, at a minimum,
fheir market-cleaning values. Simply put, when supply exceeds demand for an asset, its price
tends to fall, and vice-versa.

Relative prices or values cannot perform their normal, market-clearing function if they
are not permitted to fluctuate. By definition, prices or values can remain fixed only if supply and
demand are in balance. If prices are not permitted to fluctuate, then differences in supply and
demand cannot be mediated, and imbalances between the two_wi]l result. In a balance-of-
payments context, a country running persistent bilateral trade deficits (such as the United States)
will tend to experience depreciation of its currency vis-a-vis the currencies of its trading partners
(as the supply of its currency increases in foreign-exchange markets), unless there is an offsetting

demand for its currency.

21 fn fact, it could be argued that given the extent and persistence of the yuan’s undervaluation, it
. might be necessary for the yuan not only to move toward its fair value, but even to move to a
comparable degree of overvaluation in order to elicit fully the adjustment in trade and financial
flows needed to correct the gross imbalances that China’s undervalued currency has helped to
generate.
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In the case of the United States, the outflow of U.S. dollars through the current account
(via the trade deficit) has been offset by inflows through the capital account (via foreign direct
investment and portfolio investment), as foreigners return U.S. dollars to the United States by
purchasing U.S. real and financial assets. In the case of China, by contrast, current-account
inflows (due to its tremendous trade surpluses, especially with the United States) have not been
matched by offsetting capital-account outflows (due to extensive Chinese governmental
Testrictions). In fact, China’, like the United States, is also experiencing net capital inflows, as
foreign investors have poured money into China secking higher returns (due in significant part to
the undervaluation of the yuan).

Consequently, the situation with China is unusual in that both its current and capital
accounts are in surplus, meaning that the supply of foreign exchange in China is incr_easing. At
the same time, as detailed above in Section ILA., the authorized uses of foreign exchange in
China are strictly controlled and restricted by the government. Taken together, therefore, the
supply of foreign exchange in China’s market is increasing at the same time that the uses of (or
demand for) foreign exchange are constrained by governmental regulation. Clearly, market
forces would dictate that the excess supply of foreign currency in China’s market should lead the
| relative value of foreign currency lower, thereby increasing the value of the ynan. This shift
_.would occur as a result of Chinese market participants converting their foreign-currency holdings
(which have limited authorized uses) to yuan (which can be freely used).

The unusual situation in China, with surpluses in both its current and capital accounts,
becomes even more anomalous under its foreign-currency regime, which holds the vatue of the
yuan effectively fixed (after relative rates of inflation in Cin'na and the United States are

considered since the yuan’s revaluation on July 21, 2005), at least in relation to the U.S. dollar
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(in which China’s surpluses are primarily denominated). Thus, the Chinese market for foreign
exchange 1s characterized by excess supply, restricted. demand, and essentially a fixed price. In
effect, the Chinese government has set the three basic elements of market forces into conflicting
and irreconcilable directions, which have, in tumn, produced a significant disequilibrium in
China’s trade and financial flows with the United States. With prices fixed, private market
participants have no reason to alter their actions (i.c., relative supply-and-demand preferences),
leading to a persistent excess supply of foreign exchange in China’s market.

As with any fixed-exchange-rate regime, the Chinese government is able to keep the
- value of its currency fixed by intervening in the foreign-exchange markets to mediate typically
temporary and himited supply-and-demand imbalances as they arise in order to negate pressure
on the value of the currency. 2 Once again, the unusual aspect of China’s regime is not that the
government intervenes in the market, but that the government intervenes in such an extensive,
persistent, and one-sided fashion that completely thwarts normal market forces. Rather than act
merely as a temporary mediator of supply-and-demand imbalances as fixed-peg regimes require,
the Chinese government directly controls supply-and-demand forces, including extensive capital-
account controls, while its central bank is, by far, the largest participant in the country’s foreign-
exchange market. Thus, as the Chinese government oversees ever-growing foreign-exchange
surpluses through its mercantilist policies, the central bank must step in to absorb the resulting
surpluses, becoming a persistent net buyer of foreign currency, rather than a mere “trader.” The

end result is a massive increase in China’s foreign-exchange reserves that are the end product of

22 Section ILA. discusses the countries that employ fixed-peg exchange regimes and emphasizes
how these countries typically have relatively insignificant or balanced trade flows, in sharp
contrast to the situation with China.
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wﬁat clearly is a carefully orchestrated manipulation of the foreign-currency markets by the
Chinese government and monetary authoritics.

The general relationship between foreign-currency values (or exchange rates) and official
reserve levels reflects the normal workings of this market-equilibrating mechanism, as illustrated
m Exhibit 2, Charts 1 and 2. Chart 1 illustrates the relationship between Australia’s total foreign
e;:change reserves and exchange rate, indexed over the period 1990-2006. Chart 2 illustrates the
same data for the Umted Kingdom. Although the indices plotting the trend in foreign-exchange

reserves held by these trading partners and their exchange rates vis-3-vis the U.S. dollar are not

perfectly congruent, over time exchange rates and foreign-exchange-rate trends adjust to each
other for these trading partners, preventing a persistent disequilibrium that would indicate
manipulation of the currency for mercantilist advantage.

Extubit 2, Chart 3 illustrates the corresponding indexed data for China’s total reserves
compared fo its exchange rate to the U.S. dollar. China, whose trade surpluses — both with the
United States and the rest of the world — are large, persistent, and growing, has completely
interfered with normal market mechanisms, as detailed above. As the chart clearly shows,
China’s actions have caused a tremendous and still-expanding disequilibrium to develop. The
contrast between the reserve/exchange-rate relationship in China and that in Australia or the
United Kingdom is so striking that it is impossible to rationalize without looking specifically to
the government’s interference, 1.c., China’s policy-oriented orchestration of this desired result.

The intent of these policies is evident in China’s accumulation of large and growing U.S.
dolfar reserves and US government and other dollar-denominated debt instruments. These
reserves are greatly in excess of IMF requirements. Despite rapidly increasing foreign-exchange

reserves, China’s rate of exchange between the yuan and the U.S. dollar has remained virtually
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unchanged for extended periods of time, serving artificially to depress the prices of its exports to
the United States, while increasing the prices of its imports from the United States, and thereby
‘prejudicing domestic companies whether competing in the United States, China, or other
international markets. These repeated and market-contradictory interventions to maintain the
increasingly unrealistic value of the yuan vis-d-vis the U.S. dollar are nothing less than an
explicit manipulation of China’s currency by the Chinese monetary authorities.

D. Chinese Trade Statistics Greatly Understate China’s Balance of Trade With
the United States As Well As China’s Overall Current-Account Surplus

In comparing two countries’ bilateral trade data, it must be noted that they rarcly agree
precisely. Imports by one country will almost never match the exporting partner-country’s data,
In order to reconcile these differences, trade statisticians commonly use each country’s import
statistics as a starting point.” The significant volume of re-exports through Hong Kong further
complicates comparisons between U.S.-China bilateral trade data. In discussing this concern,
Chao-Dong Huang aﬁd Simon Broadbent observe in their paper, Trade with China: Do the
Figures Add Up?, “It might be expected that misattribution of exports will be more of a problem
than imports, since it is probably easier to determine origin than destination.”*
| China only recently began an attempt to identify the final destination of its goods re-

- exported through Hong Kong, as many Chinese exports bound for the United States (and other

countries) are still not accounted for according to their ultimate destination.” A recent study

% Tn fact, some countries rely on trading partners’ import data as a basis for their official export
data (i.e., Canada’s official exports to the United States are based on official U.S. imports from
Canada).

24'Huang, Chao-Dong and Broadbent, Simon, Trade with China: Do the Figures Add Up?
National Institute of Economic and Social Research: London, April 1997,

z Feenstra, Robert C., et al., The U.S.-China Bilateral Trade Balance: Its Size and Determinants.
National Bureau of Economic Research, Working Paper 6598 (Cambridge, MA, 1998).
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notes that the Chinese Maritime Customs has begun the effort to identify the final destination of
goods traveling through Hong Kong, but haé had limited success to this point in doing so.
Therefore, the study contends, U.S. import data are more reliable than Chinese export data:

For the Chinese data, it is not clear whether and how much of the re-exports to

and from Hong Kong are included.... On the import side, we do know that the

U.S. Customs traces the ultimate countries of origin of all imports, including re-

exports. Thus, we treat official U.S. data on imports as including both direct and

indirect imports, so no adjustments need to be made with respect to the issue of
re-exports {of China-crigin goods by Hong Kong}
It can be concluded from the studies cited that partner-country data on imports from China are
- far more reliable than Chinese data on exports from China, especially given the significant
discrepancies between the two, as discussed below.

The demonstrated unreliability in the reporting of trade statistics by China casts
uncertainty on any policy decisions based on them, including devising estimates of the extent to
which the yuan is undervalued. Trade statistics as published by China — and by China’s satellite,
Hong Kong — grossly understate China’s actual balance-of-trade surplus and, hence, the
seriousness of the effects of the yuan’s undervaluation.

The analysis below reveals a wide and growing disparity between official Chinese and
U.S. data on trade flows between the two countries in recent years.”” Comparisons show large

and increasing differences, especially between China’s exports to the United States (according to

‘China) and U.S. imports from China (according to the United States). These discrepancies have

26 Fung, K.C. and Lau, Lawrence J., Adjusted Estimates of United States-China Bilateral Trade
Balances: 1995-2002, Hiebs Working Paper 1063, April 22, 2003.

%" The complete analysis, including a methodological discussion, is contained in Exhibit 3. All
references to tables and charts in this section, therefore, pertain to Exhibit 3.
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increased dramatjcally in recent years, from $20.7 billion in 1995 to $83.5 billion in 2006.2% See
Exhibit 3, Table 1 and Chart 1. On the U.S.-export/China-import side of the equation, there is
also a cousistent divergence in the opposite direction, with U.S. exports to China (as reported by
the United States) trailing the corresponding figures on Chinese imports from the United States
(as feported by China). The discrepancy was $3.7 billion in 1995, declined to $2.2 billion in
1998, but then jumped to $9.8 billion in 2004, before declining somewhat to $7.4 billion in 2005
and to $4.6 billion in 2006. See Exhibit 3, Table 1 and Chart 2. With these two sets of trade
statistics overall increasingly divergent from one another, the total divergence, or “reliability
gap,” between the U.S. and Chinese data has widened precipitously, from $24.4 billion in 1995

to $88.1 billion in 2006. A comparison of these data is provided in the table below.

China’s Trade Surplus with the United States, 1995 — 2006
By Source, in billion USD
China Data™ U.S. Data™ Divergence
1995 9.4 33.8 24 4
1996 11.3 39.4 28.1
1997 17.2 49.5 ' 323
1998 21.8 56.9 351
1999 23.5 68.9 45.4
2000 30.9 84.2 533
2001 294 ' 84.1 54.7
2002 44.1 104.2 60.1
2003 60.3 124.9 64.6
2004 82.6 163.6 81.0
2005 116.6 203.8 87.2
2006 147.3 2354 88.1

?% There is, of course, a “lag” (typically 4-6 weeks) between the recording of an “export” from
the exporting country and the recording of an “import™ by the importing country. Such lags,
however, would be smoothed out over time; further, any reporting lag cannot begin to explain
the large and growing disconnect evident here.

%% See Exhibit 3, Table 1A.
3¢ See Exhibit 3, Table 1B.

~33.



As shown, despite the significant understatement evident in the Chinese data, the reported
surplus with the United States nonetheless increased more than fifteen-fold from $9.4 billion in
1995 to $147.3 biilion in 2006. The corresponding U.S. data shoiv a nearly seven-fold increase
in the Chinese surplus over the same period, rising from $33.8 billion in 1995 to $235.4 billion in
2006. In absolute dollar terms, the increase in the surplus over the period between 1995 and
2006 -~ according to the Chiﬁese government’s data — equaled $137.9 billion, which significantly
trailed the increase according to the U.S. data, which equaled $201.6 billion. As a result, the
| divergence between the two sets of data increased by more than $63.7 biilion over the period,
reaching a peak of $88.1 billion in 2006.

The unreliability of the Chinese government’s import and export data also is
demonstrated by a comparison of China’s trade statistics with the corresponding data reported by
the major trading partners accounting for the great bulk of China’s trade, by the following
method:

For exports from China:

1 The value of Chinese exports (f.0.b. basis), according to Chinese trade statistics®!

. The value of imports from China (fo.b. basis), as reported by 39 partner
countries™

! Some studies have pointed to China’s trade with Hong Kong as a source of inaccuracy in the
analysis of Chinese foreign-trade statistics, due to the inclusion of trade otherwise properly
attributed to China within the exports and imports reported by Hong Kong (“Hong Kong re-
exports”). See Exhibit 3, Table 10 for country-specific evaluation of the discrepancy between
the reported surplus for each trading partner using China-reported data versus partner-country,
murror trade data. Note that individual partner-country data shown in Exhibit 3, Table 10 are not
adjusted for trade through Hong Kong. In the data employed here, Hong Kong’s statistics are
reported separately from China’s, then adjusted to account for these so-called “re-exports” and
“re-imports” to and from the mainland. See Exhibit 3, Table 2 (China’s adjusted trade with the
United States), Exhibit 3, Tables 5 and 6 (China’s adjusted trade with partner countries), and
- Methodological Explanation at pages 1-2.
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For imports info China:

. The value of Chinese imports (f.0.b. basis}, according to Chinese trade statistics33
. The value of exports to China (f.0.b. basis), as reported by 39 partner countries

The results of this exercise are similar, but on a correspondingly larger scale, to the results of the
bilateral comparison of Chinese and U.S. trade statistics. OQverall, use of partner-country data
shows that the Chmese government’s published data significantly understate exports from China
to the world and overstate Chinese imports from the world. Consequenily, China’s balance-of-
trade, according to the Chinese government’s data, is distorted from both sides, presenting an
increasingly inaccurate and understated total for China’s global surplus. As an additional check,
the same partner-country data were compiled using the U.N. Comtrade Database.>® The results
confirmed a large discrepancy in the Chinese data and are closely correlated with the Global

Trade Atlas database. See Exhibit 3, Table 3, the results of which are summarized as follows:

(..-continued)

32 GTIS Global Trade Atlas, Partner Couniry Data. Where applicable, import values reported on
a c.L.f. basis are deflated by five percent, to approximate values on an fo.b. basis. For a further
explanation of valuation, see Methodological Explanation at pages 3-4. Also, for a list of the 39
partner countries, see Exhibit 3, Table 7.

3 The value of imports into China is reported on a c.i.f. basis. Therefore, they have been
deflated by 5 percent to approximate f.0.b. values.

** Exhibit 3, Tables 3 through 6 analyze China’s balance of trade by making several different
adjustments, as necessitated by the source data, and by using several different sources of data.
The different adjustments are reflected in each different table, as follows: Exhibit 3, Table 3
converts any ¢.1.f. import values to an f.o.b. basis using a 5-percent deflator; Exhibit 3, Table 4
converts any c.Lf. import values to an f.0.b. basis using a 10-percent deflator; Exhibit 3, Table 5
adjusts partner-country data for Hong Kong re-export trade and converts any c.i.f. import values
to an f.o0.b. basis using a 5-percent deflator; and, Exhibit 3, Table 6 adjusts partner-country data
for Hong Kong re-export trade and converts any c.i.f. import values to an f.o.b. basis using a 10-
percent deflator.

Moreover, each of the tables contains five subparts, A through E, to reflect the different source
data as follows: (A) IMF data; (B) China’s data for all countries; (C) China’s data for 39 partner
countrics; (D) 39 partner-country data for China; and, (E) UN. (Comtrade) data for the 39
partner countries.
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China’s Global Trade Surplus, 1999 — 2006
By Source, in billion USD

China Data™ 39 Partner Data™® Percent Divergence
1999 37.7 140.6 273%
2000 354 171.6 385%
2001 35.3 ' 169.6 381%
2002 45.1 189.4 319%
2003 46.0 211.2 359%
2004 60.9 285.8 369%
2005 135.1 385.2 185%
2006 217.1 470.1 117%

The large and growing global trade surplus of China, as well as the large and growing
discrepancy between China-reported exports and imports and their converse — trading-partner
imports from and exports to China, respectively — is present whether the data are adjusted by five

percent to approximate f.0.b. values or by ten percent, the deflator employed by the IMF.”’

35 See Exhibit 3, Table 3B. The table reflects China’s overall trade surplus for all countries, as
reported by China. A separate analysis of China’s trade surplus with the selected 39 partner
countries, as reported by China, is contained in Exhibit 3, Table 3C. See also Exhibit 3, Table 8,
which compares the China-reported data for these 39 countries with the China-reported data for
all countries.

3% See Exhibit 3, Table 3D. Note that these 39 partner countries were selected because (1) they
account for the bulk of China’s total trade (i.c., approximately 90 percent of the total in the
period analyzed); and, (2) their corresponding trade statistics are reported on a consistent basis
for each year in the period, thereby enabling valid comparisons over time. The data shown in
Exhibit 3, Table 3C compare the trade between China and the 39 selected partners, as reported
by China, with the corresponding trade with China, as reported by these same countries. See
also Exhibit 3, Table 9, which compares the selected partner-reported trade data for China with
-all partner-reported trade data for China.

37 See Exhibit 3, Table 4 for adjustments using the 10-percent deflator. A 5-percent adjustment
to import values reported on a c.i.f. basis is preferred, because that figure approximates the actual
difference between f.o.b. and c.i.f. import data as reported in official U.S. trade data with Asia.
See Methodological Explanation at page 4. Even with use of the IMF’s 10-percent adjustment,
the divergence between China’s data and partner-country data ranges between 69 percent in 2006
to 240 percent in 2000. See Exhibit 3, Table 4, comparing Table 4B and Table 4D.
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Finally, the China-generated data remain grossly understated compared to partner-
counfry converse data, even if the latter are adjusted to account for so-called Hong Kong re-
exports of goods originating on the Mainland. This re-export trade — in which goods are
exported from Mamnland China to Hong Kong, then re-exported to the rest of the world — has
been blamed as the source of much of the discrepancy between Chinese and partner-country
trade figures.*® However, Hong Kong’s data that identify the value of total re-export trade — both
Hong Kong’s exports to and imports from the Mainland — do not explain the data discrepancies,

as shown below.

*% The re-export trade with Hong Kong presents issues of double-counting and misattribution,
because China’s exports through Hong Kong are reported as both Hong Kong imports from
China and partner-country imports from China. See G. Hufbauer and D. Rosen, “American
Access to China’s Market: The Congressional Vote on PNTR,” Institute for International
Economics,” No. 00-3, April 2000, at 5; but also see K. Bronfenbrenner, et al., “Impact of U.S. —
China Trade Relations on Workers, Wages, and Employment,” Submitted to the U.S. - China
Security Review Commission/U.S. Trade Deficit Review Commission, June 30, 2001. The latter
study cites empirical work on the quantity of Hong Kong’s re-export trade (both from and to the
Mainland) done by the Hong Kong Census and Statistics Office. See also Methodological
Explanation at pages 1-3.
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China’s Global Trade Surplus,
Adjusted for Hong Kong Re-Export Trade, 1999 — 2006
By Source, in billion USD

China Data™ 39 Partner Data™ Percent Divergence®’
1999 37.7 119.6 217.2%
2000 35.4 148.6 319.8%
2001 35.3 151.6 329.5%
2002 45.1 175.0 288.0%
2003 46.0 203.0 341.3%
2004 60.9 279.2 358.5%
2005 135.1 375.7 178.1%
2006 217.1 464.2 113.8%

In sum, there 1s a large and growing difference between what China reports as its trade
surplus with the world and what China’s forty largest trading partners report as China’s surplus
n their own trade statistics when aggregated. These China-world trade surpluses are becoming
more pronounced and show consistent under-reporting by China no matter which one of several
caicﬁlation methodologies is used. China’s own export data are still grossly understated even if
adjusted for so-called Hong Kong re-export trade. Based on the selected trading partners’ data
when adjusted for Hong Kong’s re-exports, China’s surplus has increased from $119.6 billion in
1999 to $464.2 billion in 2006, an astounding 288-percent increase over just seven years. More
importantly, the surplus was roughly three to four times larger than that reported by China over

the same period. Notably, the under-reporting by China does not vary significantly when

3 See Exhibit 3, Table SB.

“ See Exhibit 3, Table 5D. Exhibit 3, Table 5 employs the 5-percent c.i.f. deflator and, further,
deflates Hong Kong’s re-exports to the world by 25 percent and re-exports to China by six
percent, to account for mark-ups in Hong Kong on the re-exports, as reported in Bronfenbrenner,
et al; (citing the Hong Kong Census and Statistics Office). Exhibit 3, Table 6 presents these
same data using the 10-percent c.i.f. deflator employed by the IMF.

I For a full explanation of the methodology used to adjust trade data for Hong Kong’s re-export
trade, see Methodological Explanation at pages 1-3.
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compared to the Chinese da'te; as reported to the IMF. See Exhibit 3, Table 5, comparing Tables
5A and 5D. |

Not only is the Chinese government’s version of its balance-of-trade at significant odds
with-its trading partners’ data, but these discrepancies are worsening over time. The most salient
fact for this analysis is that the Chinese government’s balance in each year greatly understates its

trade surplus with the rest of the world.

Finally, even when China’s surplus with the United States is sct aside, the result is a

lower worldwide surplus for China — but a large and growing surplus nonetheless.

China’s Global Trade Surplus (Excluding U.S. Trade), 1999 — 2006
By source, in billion USD

China Data™ 39 Partner Data™ Divergence
1999 14.2 71.5 57.3
2000 4.5 87.1 82.6
2001 59 85.3 79.4
2002 1.0 84.9 83.9
2003 -14.3 86.0 160.3
2004 -21.7 1222 143.9
2005 18.5 181.4 162.9
2006 69.9 234.7 164.8

These data show that China’s surplus with the rest of the world is growing right along
with its even more significant and quickly rising surplus with the United States alone.

As these discrepancies persist and become larger, the fundamental integrity of the
Chinese government’s data becomes more and more open to question. If the extent of China’s
large and growing trade surplus were accurately reported, it might go a long way to account for

the continuing but otherwise inexplicable “gaping hole” in the global balance-of-payment

42 §oe Exhibit 3, Table 3B minus Exhibit 3, Table 1A.
43 See Exhibit 3, Table 3D minus Exhibit 3, Table 1B.

-39-



statistics as reported by the Inteinational Monetary Fund. See Ruskin, A., “A Truer Measure of
China’s Trade Surplus,” The Financial Times, October 29, 2003.

A series of straightforward conclusions must be drawn from this comparison of China’s
published foreign trade statistics with the corresponding data compiled by China’s trading
partners: (1) Chuna’s data coﬁsistently and egregiously understate its balance-of-trade surplus
with the world; (2) the understatements are becoming more pronounced over time; (3) China’s
dafa are too unreliable to use as a basis for methodologies estimating undervaluation of the yuan
or to evaluate whether China’s policies to support the yuan’s effective peg to the U.S. dollar
constitute currency manipulation; and, (4) as glaring as these discrepancies are, in reality they are
even greater, as the data as presented do not take into account the widely-recognized illegal
transshipment and false-invoicing of Chinese textiles through Hong Kong, an amount estimated
at several billion dollars per year.** Inclusion of these data would increase China’s surplus and
the resultant disconnect even further.

A final conclusion compelled by these discrepancies is vitally important. To this point,
the international monetary system’s principal policeman, the IMF, appears to have relied on
China’s trade statistics to assess determinations of whether China manipulates its curreﬁcy to
keep the yuan significantly undervalued. See “IMF Executive Board Concludes 2006 Article IV
Consultation with the People’s Republic of China.” IMF Public Information Notice (PIN) No.
06/103, at 6. Even with the IMF’s reliance on China’s inaccurate and understated current-
account surpluses, the IMF Executive Board commente(i as follows:

Many Directors found it appropriate for China to continue to allow

greater flexibility in its exchange rate in a gradual and controlled
manner. They shared the authorities’ concern that accelerating

* See Bronfenbrenner, 2001, at 69.
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exchange rate flexibility could have an adverse impact on
macroeconomic stability. Some of these Directors also viewed that
exchange rate adjustment alone would have a himited impact on
external balances. A number of other Directors, however, stressed
that the flexibility afforded by the current exchange rate system
should be used more extensively. These Directors noted that the
current strength of the Chinese economy provides a favorable
context for adjustment and should serve to alleviate the anthorities’
concems about the potential adverse economic effects. Directors
noted that greater exchange rate flexibility, along with other policy
changes and reforms in China, will aid in rebalancing the economy
over the medium term, and will contribute to the orderly resolution
of the global current account imbalance, in conjunction with
concerted policy efforts by other key economies.

Id. at 3-4.

The preceding analysis illustrating the unreliability of the Chinese government’s trade
statistics directly undercuts China’s claim that its large and growing trade surpluses with the
United States are counter-balanced by trade deficits with the rest of the world. Reliance upon the
data showing the true level and trend of China’s worldwide trade surpluses leads to the
conclusion that China’s huge and growing worldwide trade surpluses fulfill the requirements for
an affirmative determination of currency manipulation and undervalued-exchange-rate

nmusalignment.

E. Capital Inflows Are Also Increasing, Exacerbating China’s Surplus In the
Capital Account

As previously discussed, when a country runs a current-account surplus, ordinarily it will
generate an offsefting capital-account surplus in order to maintain a balance-of-payments

equilibrium.45 In the case of China, however, both the current- and capital-account surpluses are

* The basis of the international monetary system is that countries remain in balance in their
overall balance of payments. Thus, a country running a large trade surplus should allow
increasing net capital outflows to move toward a total balance-of-payments equilibrium over
time. China has for some time, bowever, pursued policies (such as the undervaluation of the
yuan and strict capital controls) that result in growing surpluses in both the current account and

(...continued)
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large and increasing.*® This destabilizing situation has been worsening and has become more
pronounced with time. As the following table shows, total utilized foreign direct investment
- (“FDI”) into China increased by almost 21 percent between 1994 and 2000, then by 55 percent
between 2000 and 2006 as growth accelerated. In 2002, total utilized FDI in China exceeded
investment in any other country in Asia, as well as in the United States, for the first time.
Moreover, in each year since 2002 the amount of total utilized FDI in China has remained at
historically high levels and in 2006 reached a peak of $63.02 billion.

Foreign Direct Investment (FDI) in China
Utilized and Contracted (Billions of U.S. dollars)

Year Total FDI Total U.S. Share of Total U.S. Share of
Contracted | Utilized FDI FDI Contracted Total Utilized FDI
1994 82.68 33.77 6.01 2.49
1995 91.28 37.52 7.47 3.08
1996 73.28 41.73 6.92 3.44
1997 51.00 45.26 4.94 3.24
1998 52.10 45.46 6.48 3.90
1999 41.22 40.32 6.02 422
2000 ' 62.38 40.72 8.00 438
2001 69.19 46.85 7.51 4.86
2002 82.77 52.74 8.20 5.40
2003 115.07 53.51 10.16 4.20
2004 153.47 60.63 12.17 3.94
2005 NA 60.33 NA 3.06
2006 NA 63.02 NA 2.87

Source: China’s Ministry of Commerce data as reported by the U.S.-China Business Couneil

(...continued)

capital account. This large and growing disequilibrium threatens the stability of the global
monetary system. A description of the basic equilibrium framework is found in T. O’Herron’s
Terms of Trade, IAS Publishing, Washington, D.C. 1999, pp. 20, 37.

% See Exhibit 4. China’s large and growing trade surplus (shown in Exhibit 4 as a global deficit).
coupled with China’s large and growing foreign-exchange reserves (also illustrated in Exhibit 4)
. frustrates the natural tendency of the market to reach equilibrium.
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These data demonstrate that China’s policy of maintaining an undervalued exchange rate
has resulted in increased foreign-direct-investment flows even during the period when China’s
current-account surplus has been ;'ncreasing. Inflows have increased, especially over the 2000-
2006 period, reflecting “bargain-basement” assets in China as valued in the increasingly
undervalued Chinese yuan. With China’s currency essentially pegged to the U.S. dollar as the
U.S. dollar has depreciated against other major currencies, foreign-direct-investment flows into
China from other sources have accelerated. The U.S. share of total utilized FDJ fell to $2.87
billion in 2006, its lowest level since 1994,

Similarly, contracted foreign direct investment also has increased, particularly since
2000, rising to over $153 billion in 2004 alone, the last full year for which annual data are
available.*’ Not only did total contracted foreign direct investment in China grow by 146 percent
between 2000 and 2004, but the rate of this increase has been accelerating. The acceleration in
contracted foreign direct investment means that foreign-direct-investment flows will continue at
least over the next few years.

As discussed in detail in Section I1.B.1., above, these increased foreign-direct-investment
inflows are an important component in China’s overall basic balance-of-payments surplus. With
China’s basic balance-of-payments surplus increasing, a corresponding surplus of foreign
currency arises that normally would be expected to put upward pressure on the yuan. Instead, as
noted previously, the Chinese government continuously intervenes in the market to prevent that
outcome. This governmental interference maintains the low value of the yuan, which, in turn,

provides an artificial support for continued high levels of investment inflows.

*7 1t is understood that China’s Ministry of Commerce discontinued reporting of total contracted
FDI beginning in 2005.
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Thus, China’s control of its exchange rate has helped spur, and then sustain, foreign-
direct-investment inflows, which clearly are of interest to the Chinese government from a policy
standpomt. In contrast to the tight controls and outright prohibitions on most other forms of
foreign lending and investment in China, foreign direct investmenf is subject to far fewer
restrictions. In addition, the undervalued exchange essentially provides a “discount” for such
investment. With the government limiting the ways in which foreigners can invest in China and
then providing this “discount,” the resulting high level of invesﬁnent is not surprising.

As 1s true with many other manifestations of China’s undervaluation of the yuan, the
initial “success” of the misalignment in this context — spurring foreign direct investment — in turn
spawns further undervalvation and misalignment. While China’s policy is intended to be self-
serving, in the process it distorts the allocation of resources across the globe, embeds or
structuralizes imbalanced trade flows and, if permitted to such an extent, ultimately could prove
to be destabilizing to China. “China’s senior currency regulator warned Thursday {February 26,
2004} that the billions of investment dollars surging into the country may be generating a
potentially dangerous bubble....”* Along the same lines, the governor of the People’s Bank of
China was reported as saying that building a market-driven trading system for China’s currency
is now a “top priority.”™

The key implication of these data, however, is that the volume of foreign direct
investment in China has been sufficient by itself to support or trigger a revaluation in the yuan.

With annual inflows increasing to more than $60 billion, FDI now represents approximately 2 to

-3 percent of China’s GDP. Thus, even if the other component in China’s basic imbalance — its

*1d

* Richard McGregor, “China Shifts Rhetoric on Renminbi Trading System,” Shanghai Financial
Times, Apr. 19, 2004,




. burgeoning frade-driven, current-account surplus — were somehow brought back to balance, the
sustained: level of high foreign-investment inflows is sufficient in its own right to keep upward
pressure on the yuan and, therefore, provide a continuing basis and need for the Chinese
government’s intervention in the market.

F. China’s Currency Regime Poses A Threat to the International Financial
System

China’s policy of maintaining an undefvalued—exchange-rate system 1s creating financial
mstability that will eventually disrupt global financial markets unless China appreciates its
currency in line with underlying economic fundamentals. The threat to the international
| financial system is exacerbated by the size of China’s economy, China’s volume of global trade,
and the amount of foreign-direct-investment commitments and flows into China. China’s
accelerating accumulation of foreign-exchange reserves is creating disequilibrium in the
international financial system, will tend to cause inflation and over-investment in China, and will
lead to the conditions for another international financial crisis.
| As described in detail in Exhibit 1, under its fixed-exchange-rate system with tight capital
controls, China has sacrificed its fuller integration into the world economy and monetary
independence in favor of exchangé—rate stability. The inappropriateness of this exchange-rate
regime is perhaps best illustrated by the enormous lengths to which the Chinese government
must extend its interference m the market in order to achieve these monetary policy goals.
Moreover, China’s adherence to these goals -- no matter what their cost or how superficially they
are achieved -- is even more revealing.
The type of closely controlled exchange regime employed by China ordinarily is confined
to countries with relatively mmor and/or balanced trade and investment flows with the rest of the

world. This situation is due to the fact that large and imbalanced flows can quickly overwhelm
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such a closely-controlled system, although this danger has yet to prove a deterrent to China. In
its dogged pursuit of exchange-rate stability, the Chinese government has had to intervene to
purchase ever-greater volumes of foreign exchange (especially U.S. dollars) each year.
Nevertheless, while these purchases have succeeded in keeping the yuan’s value stable against
the 1.S. dollar, they completely run counter to the trend in the rest of the world, where the U.S.
dollar génerally has fallen significantly in value. Thus, when the U.S. dollar fluctuates against
other foreign currencies, China’s achievement of exchange-rate stability with the U.S. dollar
directly undermines achievement of exchange-rate stability with respect to all other currencies
- that float against the U.S. dollar. In other words, the actual exchange-rate stability achieved is
limited to the U.S. dollar. By virtue of achieving stability with the U.S. dollar, China faces
potentially less stability with respect to other currencies.

The other policy goal of monetary independence likewise is undermined by China’s
maintaining an essentially fixed exchange rate in the face of such large imbalances in its trade
and mvestment flows. As discussed generally in Section I and Exhibit 1, rather than permit the
yuan to increase in value, the Chinese government has chosen instead to offer any amount of
yuan needed to absorb any supply of foreign currency. Consequently, as shown in the next table,
as larger and larger foreign-currency surpluses have flowed into the Chinese market, the
government has had to flood the market with more and more yuan. Thus, if China wishes to
~maintain exchange-rate stability in the face of such foreign-currency inflows, it does so at the
cost of its control over its domestic money supply. Along with this rapid growth in the money
supply, however, there is increasing evidence that the Chinese government has fostered a

speculative over-investment boom and the foundation for much higher inflation in the future. If
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not corrected, these frends will coalesce in an unstable bubble that, due to the size of China’s

economy and volume of trade, will adversely affect international trade and financial markets.

‘Money Supply
(Billion Yuan)
2000 2001 - 2002 2003 2004 2005 - 2006

Money 5,454 6,168 7,088 8,412 9,582 10,690 12,604
% -- 13.1% 14.9% 18.7% 13.9% 11.6% 17.9%
increase
Quasi 8,142 9,472 11,412 13,710 15,724 19,148 22,006
Money
% - 16.3% 20.5% 20.1% 14.7% 21.8% 14.9%
increase

Source: IMF International Financial Statistics

As previously discussed, China’s undervalued-exchange-rate policy discriminates against
| U.S. exports of goods and services. By maintaining an undervalued exchange rate against the
U.S. dollar, China discriminates against U.S. products to China’s benefit. Prices of Chinese
goods and services in the U.S. market are lower than what would prevail under an exchange rate
that reflected underlying economic fundamentals. Conversely, U.S. products in China are priced
higher than what would prevail with an exchange rate that reflected underlying economic
fundamentals. In addition, the yuan’s undervalued exchange rate discriminates against other
IMF countries. As the U.S. dollar depreciates against other currencies, the exchange rate with
China does not change, and the advantage that China has through its undervalued exchange rate
remains the same. Other currencies adjust simultancously to the yuan and the U.S. dollar
because the exchange rate is essentially fixed, but those currency adjustments must be greater
than what would be required under market conditions because the yuan is significantly

undervalued and unable to appreciate against the dollar.
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While China’s undervalued exchange rate clearly discriminates against the United States
and other IMF members, judging from the results of Article IV consultations, this discriminatory
curreilcy practice has not been authorized by the Fuﬁd. The Article IV consultations that were
made public in 2000 concluded, “...Directors suggested that the authorities move ahead
gradually with a more flexible implementation of the current arrangements, involving the
widening of the trading band around a reference rate based on a basket of currencies.” As
remarked above in Section IL.D, the IMF’s Executive Board made much the same observation,
with perhaps somewhat greater impatience expressed with China, in the context of the 2006
Article IV Consultation. Nevertheless, even after the modest revaluation in July 2005, China has
mainfained an effective peg of the yuan to the U.S. dollar in real terms.

G. Summal

As the foregoing statistical evaluation and assessment delineate, China’s undervaluation
and manipulation of the yuan are unequaled by the currency policies of the other nations of the
world. In terms of the extensiveness of its controls and intervention in the market and the
deleterious consequences for the global economy, China’s exchange-rate regime is the antithesis

of an open, mutually beneficial, and market-driven international system.
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IH. CONTRARY TO SECTION 301(a) OF THE TRADE ACT OF_1974, CHINA’S
MAINTENANCE OF AN UNDERVALUED-EXCHANGE-RATE REGIME
VIOLATES CHINA’S OBLIGATIONS AND DENIES THE UNITED STATES
RIGHTS AND BENEFITS TO WHICH THE UNITED STATES IS ENTITLED
UNDER INTERNATIONAL LAW

A. China’s Maintenance of An Undervalued-Exchange-Rate Regime Is In
Breach of Basic Principles of the World Trade Organization and Its

Agreements

1. Background

Since entry into force of the General Agreement on Tariffs and Trade in 1947
(“GATT"),” the global trading system has been structured to minimize and, to the extent
possible, avoid mercantilism and “beggar-thy-neighbor” policies by the nations of the world
again_st each other. Underlying this international economic structure has been the widely shared
conviction that all countries stand to gain as tariff and non-tariff barriers to international trade are
reduced.

As set forth in Section I above, China’s misalignment of the yuan presents an
exceptional and unique instance of currency undervaluation and manipulation® The World
Trade Organization (“WTO”) and the global trading system cannot afford to have this
manipulative undervaluation continue. In ways both stark and sometimes subtle but no less

damaging, China’s undervalued-exchange-rate regime is seriously weakening the rules-based

%0 General Agreement on Tariffs and Trade, Oct. 30, 1947, 61 Stat. A-11, T.LA.S. 1700, 55
UN.T.S. 194.

>l When a counfry pegs its currency to another country’s currency and does not make
adjustments for severe market fluctuations, its currency maintains a value that is different from
that which would result from natural market forces. This phenomenon is called currency
manipulation, which is a form of discriminatory currency arrangement. Sir Joseph Gold defines
discriminatory currency arrangements as “arrangements by a member to discriminate through its
exchange system for the benefit, or to the detriment, of another member or members.” See Sir
Joseph Gold, Exchange Rates in International Law and Organizations 252, 281 (ABA Sec. of
Int’] Law and Practice 1988). '
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international trading system and has already caused and will only lead in the future to further
- economic deterioration globally and in the U.S. economy, in particular, if allowed to continue.

2, China’s Maintenance of An Undervalued-Exchange-Rate Regime Is A
Prohibited Export Subsidy That Violates Articles 1 and 3 of the WTO
Agreement on Subsidies and Countervailing Measures, Articles VI
and XVI of the GATT, and China’s WTO Obligations Concerning
Agricultural Products

a. Overview

China’s maintenance of an undervalued-exchange-rate regime cénstitutes a prohibited de
facto export subsidy within the meaning of Articles 1, 2, and 3 of the WTO Subsidies and
| Countervailing Measures Agreement {(“SCM Agreement”), Articles VI and XVI of the GATT,
and China’s WTO obligations conceming agricultural products. This prohibited export-subsidy
scheme 1s unjustifiable, it burdens and restricts United States commerce, and it denies and
vviolates the United States” rights under WTO Agreements.

Export subsidies like China’s currency-undervaluation regime are so disfavored in
international law that they are prohibited by the WTO Agreements, particularly Article 3 of the
SCM Agreement. As Ambassador Zoellick stated in his January 11, 2004 letter to WTO trade
ministers, “Export subsidies distort trade more than any other measure.” While he was referring
n that instance to agricultural export subsidies, the principle applies to all export subsidies,
which are viewed as the most damaging form of subsidy. Moreover, China’s undervalued-
exchange-rate-misalignment regime is an export subsidy that benefits each and every export sale
of a Chinese product to the United States to a substantial degree, which likely makes it the
largest, or one of the largest, impermissible export-subsidy programs ever provided.

Export subsidies are viewed as indefensible due to their “beggar-thy-neighbor” nature,
and the WTO Agreements accordingly go so far as to require that remedies for prohibited export

subsidies be implemented on an expedited basis under Article 4 of the SCM Agreement.
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Moreover, such subsidies are essentially the only trade practice with a WTO-sanctioned remedy
that is not restricted by the trade effects caused by the measure implemented.

While undervalued-exchange-rate-misalignment subsidies have infrequently been the
subject of dispute settlements under the GATT, both the GATT and the current WTQ
Agreements explicitly and repeatedly recognize that certain currency practices violate common
subsidy disciplines. China’s undervalued, effectively fixed-exchange-rate regime manifests the
essential features of an unfair subsidy practice by virtue of involving governmental action to:

(1)  maintain an essentially fixed exchange rate on current accounts;
(2) impose non-convertibility of capital accounts;
(3)  direct massive bank purchases of U.S. doflars; and

{4)  utilize other measures described in other scctions of this petition to maintain its
undervalued-fixed-exchange-rate regime.

These measures by China encourage massive and increasing exports to the United States
from China of unfairly low-priced manufactured and agricultural goods beyond levels that would
occur absent these policies in a rational, market-based system under current economic
condifions. As demonstrated below, China’s undervalued-exchange-rate scheme satisfies each of
the elements required to show the existence of a prohibited export subsidy. As such, in accord
with Article 3.2 of the SCM Agreement, China, as 8 WTO Member, must eliminate this subsidy
program.

b. China’s Undervalued-Exchange-Rate Regime Is Proscribed
Under the SCM Agreement and GATT Articles VI and XVI

The following paragraphs demonstrate that: (1) export subsidies are prohibited by the
SCM Agreement and GATT Articles VI and XVT; (2) undervalued-exchange-rate misalignment
1s contemplated by the SCM Agreement as a prohibited export subsidy in certain situations; (3)

China is not exempt from prohibitions on export subsidies; (4) China’s undervalued-exchange-
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rate regime satisfies all of the prerequisites under Articles 1, 2, and 3 of the SCM Agreement and
consequently 1s an unlawful export subsidy; and (5) the conclusion that China’s undervalued-
exchange-rate regime is a proscribed export subsidy is underscored by the fact that several of the
tools or programs that are employed by the Chinese government and that undermine the yuan’s
value arc identified by the SCM Agreement’s Illustrative List separately as prohibited export
subsidies.

i Export Subsidies Are Prohibited Under the SCM
Agreement and Articles VI and XVI of the GATT

From 1its origin in 1947, the GATT and its related Agreements have recognized and
~worked to prohibit the trade-distorting nature of subsidy programs designed to support and
artificially facilitate exports from one Contracting Party or Member State to another.”” Article

XVI of the GATT specifically recognizes that export subsidies “. . . may cause undue

disturbance to . . . normal commercial interests, and may hinder the achievement of the

objectives of this Agreement.” See GATT, Article XVI:2 (emphasis added).

Atticle XVT goes on to provide that “as from 1 January 1958 or the earliest practicable
date thereafter, contracting parties shall cease to grant either directly or indirectly any form of
subsidy on the export of any product other than a primary product which subsidy results in the
sale of such product for export at é price lower than the comparable price charged for the like
product to buyers in the domestic market.” Article XVI:4 (emphasis added). GATT Article VI

acknowledges that export subsidies may also be subject to countervailing duties. A number of

*2The WTO Agreements constitute a single treaty that is to be interpreted so as to permit the

- GATT’s provisions and the WTO Agreements to coexist. See Appellate Body Report, Korea -
Defimtive Safegnard Measure on Imports of Certain Dairy Products, adopted Jan. 12, 2000,
WT/DS98/AB/R, para. 75 (applying this concept to GATT Article XIX and the WTO Safeguards
Agreement).
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decisions in dispute settlements under the GATT further i-lluétrate the disfavor in which export
subsidies have been, and continue to be, held.*?

The SCM Agreement amplifies upon and extends the GATT’s provisions on subsidies
and substantially strengthens the disciplines covering export subsidies, first, by explicitly
prohibiting such subsidies under Article 3 of the SCM Agreement. Article 3.2 of the SCM
Agreement states succinctly that WTO Member States “shall neither grant nor maintain”

prohibited export subsidies.> As indicated in the Appellate Body’s report in United States —

Foreign Sales Corporation,

In fact, as we have observed previously, the SCM Agreement
contains a broad package of new export subsidy disciplines that
‘go well beyond merely applying and interpreting Articles VI, XVI
and XXIII of the GATT 1947 . . . {Tthe SCM Agreement
establishes a much broader prohibition against any subsidy which
is ‘contingent upon export performance.’ To say the least, the rule
contained in Article 3.1(a) of the SCM Agreement that all subsidies
which are ‘contingent upon export performance’ are prohibited is
significantly different from a rule that prohibits only those
subsidies which result in a lower price for the exported product
than the comparable price for that product when sold in the
domestic market.”

> See, e.g., Appellate Body Report, EEC -- Subsidies on Export of Wheat Flour, SCM/42, Mar:
21, 1983, unadopted, paras 5.5-5.7, cited in MTN.GNG/NG10/W/3 (Mar. 17, 1987).

> While this petition focuses in the first instance on the export-oriented nature of the subsidy
provided, China’s measures resulting in a protracted undervaluation of its currency can also be
seen as a scheme that functions “in fact” as an import-substitution program prohibited by SCM
Articles 3.1(b) and 3.2 and by Auticle III of the GATT 1994. The currency scheme artificially
overvalues imported goods and undervalues domestic goods, resulting in a subsidy “in fact” to
domestic goods relative to imported goods. See Appellate Body Report, Canada — Certain
Measures Affecting the Automotive Industry, adopted June 19, 2000, WTI/DS139/AB/R,
WT/DS142/AB/R, paras. 135-146.

5 Appellate Body Report, United States — Tax Treatment For "Foreign Sales Corporations,”.
adopted Mar. 20, 2000, WT/DS108/AB/R, para. 117 (citation omitted) (italics in original).
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In its first Annex, the SCM Agreement also includes an “Illustrative List” that provides
examples of certain types of prc;hibited export subsidies. Although this list is long, it is simply
illustrative of prohibited exﬁort subsidies -- it is not comprehensive. In fact, the list contemplates
the existence of other programs that function as export subsidies in addition to those listed, as
exemplified in 1ts final “basket” category, which sweeps in as prohibited export subsidies “{a}ny
other charge on the public account constituting an export subsidy in the sense of Article XVI of
GATT 1994.” See SCM Agreement at Annex L.

it Certain Forms of Currency Undervaluation Violate the
SCM Agreement and Article VI of the GATT

From the beginning, the GATT has confronted and addressed concerns that various types
- of foreign-exchange subsidy programs violate the GATT’s subsidy disciplines. For example, the

addenda to Articles VI:2 and VI:3 of the GATT state that “{m}ultiple currency practices can in

certain _circumstances constitute a subsidy to exports which may be met by countervailing

duties . . .. By ‘multiple currency practices’ is meant practices by governments or sanctioned by
governments.” GATT, Ad. Article VI, paras. 2-3, note 2 (emphasis added). In the same vein, a
1960 GATT report under Article XVI:5 stated that “ . . . there was a clear obligation to notify to
the' CONTRACTING PARTIES multiple exchange rates which have the effect of a subsidy.”*®
Thus, currency subsidies that include the required elements to find an export subsidy are
impermissible or actionable. In this case, because the subsidy is so closely tied in design and
action to act as an export subsidy, particularly with regard to exports to the United States, the

subsidy 1s prohibited by GATT and the WTO SCM Agreement.

%% See Panel Report, Review Pursuant to Article XVI:5, L/1160, adopted May 24, 1960, BISD
9S/188, 192, para. 13.
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Furthermore, the SCM Agreement’s “Illustrative List of Export Subsidies” mentions
certain prohibited export sﬁbsidies that involve foreign-exchange programs and related credit
programs that could potentially affect foreign-currency exchange issues. See SCM Agreement at
Amnex I. Such practices include “currency retention schemes” (item b)577 and progréms that
cover the long-term operating costs and losses of foreign-exchange programs (item j).® Thus,
the SCM Agreement and Article VI of the GATT clearly contemplate that foreign-exchange
* mechanisms can be manipulated to provide subsidies, particularly to exports, tﬁe latter aspect of
which is not surprising given the close nexus between the use of exchange rates and export
activities.

118 China Does Not Qualify for Any Exception to the

Prohibition in Article 3 of the SCM _Agreement on the
Use of Export Subsidies

A few, very limited exceptions exist to the rule prohibiting export subsidies, but China’s
written commitment to eliminate export subsidies (expressed repeatedly during its WTO
accession process) makes it ineligible for these exceptions. Moreover, China would not qualify
for these exceptions even if it had not declared itself ineligible for them during the accession
process.

Article 27 of the SCM Agreement, for example, carves out limited exceptions to the
prohibition on export subsidies for certain developing country members. Under Article 27.2(a)

and Annex VII of the SCM Agreement, certain listed developing-country members are exempt

57 “Currency retention schemes or any similar practices which involve a bonus on exports.”
SCM Agreement at Annex I(b).
58 « . s T

The provision by governments (or special institutions controlled by governments) of export
credit guarantee or insurance programmes, of insurance or guarantee programmes against
increases in the cost of exported products or of exchange risk programmes, at premium rates
which are inadequate to cover the long-term operating costs and losses of the programmes.”
SCM Agreement at Annex I(j). Ttem (j) is discussed in more detail below.
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from the prohibition on export subsidies in Article 3.1(a), and other countries were exempted
from that provision for a period of eight years from the date of eniry into force of the WTO
Agreement. Under Article 27.3 of the SCM Agreement, the provisions of Article 3.1(b) did not
apply to developing countries and least-developed countries for five and ecight years,
respectively, from the WTO Agreement’s entry into force.

During the negotiatim_ls leading up to its accession to the WTQ, China explicitly stated
that it only reserved the right to benefit ﬁ'om. four provisions of Article 27, none of which
involves an exception to the prohibition on export subsidies.” China reserved the right to benefit
from Article 27 subsections 27.10, 27.11, 27.12 and 27.15. The first three of these provisions
pertain to findings of de minimis subsidies in countervailing duty proceedings, while Article
27.15 allows an interested developing-country Member State to request the WTO’s SCM
‘Commitiee to review and examine whether a specific countervailing duty measure is consistent
with Articles 27.10 and 27.11 as applicable to that developing-country Member State.%

Most important, as recorded in the Report of the Working Party on the Accession of

China, China committed to --

eliminate all export subsidies, within the meaning of Article 3.1(a)
of the SCM Agreement, by the time of accession. To this end,
China would, by accession, cease to maintain all pre-existing
export subsidy programmes and, upon accession, make no further
payments or disbursements, nor forgo revenue, or confer any other
benefit, under such programmes. This commitment covered

% See Report of the Working Party on the Accession of China, WI/ACC/CHNA49, at 33-35
(Oct 1,2001).

® The SCM Agreement contains two additional exceptlons to the export-subsidy provisions
under Articles 28 and 29, but neither apphes here because China committed to eliminate export
subsidies entirely.. Moreover, both provisions include subsidy “notice” provisions and so
implicitly reference Axticle 25, the section of the SCM Agreement that deals with notifications of
subsidies by each Member State to the WTO. China, however, has not given any such
notifications regarding its currency-subsidy regime.
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subsidies granted at all levels of government which were
contingent, in law or in fact, upon an obligation to export.

WT/ACC/CHN/49, at 33. The Chinese government also “. . . confirmed that China would
eliminate, upon accession, all subsidies contingent upon the use of domestic over imported
goods, within the meaning of Article 3.1(b) of the SCM Agreement.” Id.
China’s final Accession Protocol reflects these commitments:
10.  Subsidies

I. China shall notify the WTO of any subsidy within
the meaning of Article 1 of the Agreement on Subsidies and
Countervailing Measures ("SCM  Agreement"), granted or
maintained in its territory, organized by specific product, including
those subsidies defined in Article 3 of the SCM Agreement. The
information provided should be as specific as possible, following
the requirements of the questionnaire on subsidies as noted in
Article 25 of the SCM Agreement.

& * %
3. China shall eliminate all subsidy programmes
falling within the scope of Article 3 of the SCM Agreement upon

ACCEssion.

Accession of The People's Republic of China, Decision of 10 November 2001, WT/L/432 (23

November 2001).%" China’s accession to the WTO Agreements occurred on December 11, 2001.

®! In addition to failing to eliminate its export-subsidy program on foreign exchange, it is useful
to understand that China is involved in a series of other subsidy practices that demonstrate its
disregard for its WTO accession commitments and compliance with other WTO subsidy
disciplines. For example, the WTQO’s second review in late 2003 of China’s accession and
membership in the WTO indicated that the Chinese tax system offers incentives contingent upon
export volumes that exceed established thresholds. The WTO’s review concluded that this
arrangement 1s a violation by China of Article 3 of the SCM Agreement and Section 10 of
China’s Accession Protocol. See Protocol on the Accession of the People’s Republic of China,
WT/L/432, Section 10 at para. 3 (China WTQ Accession Protocol); Chair’s Report to the
Council for Trade in Goods on the Transitional Review of China, G/SCM/111, paras. 9, 38, 41,
44 (Nov. 18, 2003) (Second Transitional Review). China also was found to have continued
subsidies to state-owned enterprises despite having explicitly committed to discontinue such
subsidies. Second Transitional Review at 9, 38, 41, 44; China WTO Accession Protocol at

' (...continued)
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As a prohibited export subsidy undér Article VI of the GATT, this currency scheme must
be eliminated by the Chinese government. Moreover, as next described, Articles 1, 2, and 3 of
the SCM Agreement underscore that China’s undervaluation of the yuan is a prohibited export
subsidy.

iv. China’s Maintenance of An Undervalued-Exchange-
Rate Regime Meets All of the Pertinent Criteria Under

Articles 1, 2, and 3 of the SCM Agreement and
Consequently Is An Unlawful Export Subsidy

The Chinese government’s uﬁdervalued-exchange-rate misalignment constitutes an
impermissible export subsidy under Articles 1.1, 1.2, 2.3, and 3 of the SCM Agreement, because
the program mvolves a governmental financial contribution, bestows a benefit upon the

recipients, and is specific due to being export-contingent.

(...continued)

Annex 5B. Moreover, m April 2006, China belatedly submitted the first of what are required to
be annual notifications of its subsidies under Article 25 of the SCM Agreement. Despite its title
by China, Subsidies — New and Full Notification Pursuant to Article XVIL:1 of the GATT 1994
and Article 25 of the SCM Agreement, People’s Republic of China, G/SCM/N/123/CHN (Apr.
13, 2006), this notification did not notify all of the Chinese central government’s subsidy
programs and did not notify any subsidies provided at the sub-central governmental level. See
Questions from the United States Regarding the New and Full Notification of China,
G/SCM/Q2/CHN/19 at 1 (July 26, 2006). Insofar as is known at present, China has responded
neither to these questions by the United States in July 2006 nor to a first set of questions posed
by the United States in October 2004 regarding China’s subsidy programs. See, e.g., Subsidies

Enforcement Annual Report to Congress, Joint Report of the Office of the United States Trade

Representative and the U.S. Department of Commerce at 19-22 (Feb. 2007). In February 2007,
the United States formally initiated dispute settlement at the WTOQ by seeking consultations with

China with respect to certain subsidies by China viewed by the United States as prohibited
export subsidies under Article 3 of the SCM Agreement. China — Certain Measures Granting
Refunds, Reductions or Exemptions from Taxes and Other Payments, WI/DS358 (Feb. 2, 2007).
This request for consultations at the WTO was refiled by the United States on April 27, 2007, in
order to reflect possible subsidies in a new Chinese law and also to take account of China’s
decision in the interim to remove one of the subsidies identified in the February request for
consultations. See China — Certain Measures Granting Refunds, Reductions or Exemptions from
Taxes and Other Payments, Request for Further Consultations by the United States, Addendum,
WT/DS358/1/Add.1 (May 2, 2007). If no mutually satisfactory resolution emerges from the
consultations after sixty days by late June 2007, the United States at that juncture will be free to
go ahead with dispute settlement.
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(a) Governmental Financial Contribution

As relevant, Article 1.1 of the SCM Agreement indicates that a subsidy exists if there is a

direct or potential direct financial contribution by a government (or an intermediary), where

governmental revenue that is otherwise due is foregone or not collected, the government

provides goods or services other than general infrastructure, or the government makes payments

to a funding mechanism, and a benefit is thereby conferred. See SCM Agreement, Article 1.1. 62

Very importantly, governmental financial contributions are not limited to the direct provision of

62 Article 1.1 of the SCM Agreement reads:

Article 1

Definition of a Subsidy

1.1 For the purpose of this Agreement, a subsidy shall be deemed to exist if:

@)

(i)

(iii)

(iv)

there is a financial contribution by a government or any public body
within the territory of a Member (referred to in this Agreement as
"government™), 1.e. where:

a government practice involves a direct transfer of funds (e.g. grants,
loans, and equity infusion), potential direct transfers of funds or liabilities
(e.g. loan gnarantees);

government revenue that is otherwise due is foregone or not collected (e.g.
fiscal incentives such as tax credits);

a government provides goods or services other than general infrastructure,
or purchases goods;

a government makes payments to a funding mechanism, or entrusts or
directs a private body to carry out one or more of the type of functions
illustrated in (i) to (iii) above which would normally be vested in the.
government and the practice, in no real sense, differs from practices
normally followed by governments;

or

(-..continued)
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funds, but include as well indirect payments and measures thét have an effect that is equivalent
to that of a direct payment.*> Thus, an undervalued-exchange-rate program that directly or-
indirectly provides financial contributions or services will qualify as a subsidy if the other
elements of the subsidy test also arc satisfied.

The Chinese government’s foreign-exchange scheme provides to Chinese exporters and
their exports to the United States a financial contribution within the meaning of the SCM
Agreement. The Chinese government requires its citizens to exchange their dollars for local
currency, sets the rate of exchange by fiat, and prints the money to fund the transaction. By
directing the conversion of U.S. dollars at an extremely undervalued rate, the Chinese
- government provides a financial contribution and service within the meaning of Article
1.1{a)(1)(iii) of the SCM Agreement.64 China’s management of this exchange-rate process in

this manner encourages increased exports to the United States by Chinese manufacturers and

{...continued)

(@)(2) there is any form of income or price support in the sense of Article XVI of
GATT 1994,
and
(b) a benefit is thereby conferred.

SCM Agreement, Article 1.1 (footnote omitted).

%3 See, ¢€.g., Panel Report, Brazil — Export Financing Programme for Aircraft, decided Apr. 14,
1999, WT/DS46/R, adopted as modified by Appellate Body Report, Aug. 20, 1999, para. 7.68

(when a governmental action gives rise to a benefit, a subsidy is conferred irrespective of
whether any payment occurs); Second Report on Anti-Dumping and Countervailing Duties,
L/1141, adopted May 27, 1960, BISD 95/194, 200, para. 34 (stating that “{i}t was agreed that
the word ‘subsidies’ covered not only actual payments, but also measures having an equivalent
effect.”). :

64 To the extent that the Chinese government entrusts or directs any private bodies to assist in
effectuating the yuan’s undervaluation, which assistance appears also to take place, the
conclusion still holds under Article 1.1(a)(1)(iv) that the Chinese government is providing a
financial contribution and service as defined by the SCM Agreement. '
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mcreases employment for Chinese workers at the expense of U.S. manufacturers and U.S.
workers.

More specifically, China’s maintenance of the effectively pegged-exchange rate and the
severe undervaluation of the yuan have made Chinese products increasingly attractive and more
affordable mn the United States and in other foreign markets by giving the U.S. dollar a
purchasing power far greater versus the yuan than what normal commercial forces would dictate.
Chinese exporters accordingly can sell for export increased volumes and earn additional returns
in yuan that would not be the case if the yuan were not governmentally undervalued.

China’s undervalued-exchange-rate misalignment further contributes financially to
Chinese expo'rts to the United States by shielding Chinese exporters from expenses involved with
hedging against significant foreign-exchange losses or purchasing guarantees to guard against

exchange-rate fluctuations. These costs are avoided thanks to the Chinese govermment’s

- guarantee of a substantially undervalued, effectively pegged-exchange rate that prevents any real

and sizeable fluctuations between the yuwan and the U.S. dollar. This same established
undervaluation generates other financial contributions indirectly by saving time and effort
otherwise for Chinese exporters in conducting their exporting operations.

(b)  Benefit

Under Article 1.1(b) of the SCM Agreement, a benefit is provided by these financial
contributions because the Chinese government’s policy and practice of devaluing the yuan make
“the recipient ‘better off” than it would otherwise have been, absent that contribution.” See

Appellate Body Report, Canada -- Measures Affecting the Export of Civilian Aircraft, adopted

Aug. 20, 1999, WT/DS70/AB/R, para. 157 (“Canada — Aircraft”) ; see also Panel Report, United

States — Imposition of Countervailing Duties on Certain Hot-Rolled Lead and Bismuth Carbon

Steel Products Originating in the United Kingdom, adopted June 7, 2000, WT/DS138/R, at paras.
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6.66-6.69 (stating that “{t}he existence or non-existence of ‘benefit’ rests on whether the
potential recipient or beneficiary . . . received a ‘financial contribution’ on terms more
favourable than those available to the potential recipient or beneficiary in the market.”).

Given that China does not permit its foreign-exchange rate to be set by market forces, the
probable free-market value of the yuan is an acceptable benchmark for the purpose of evaluating
the benefit of China’s currency manipulation. This methodology was endorsed in Canada —
Civil Aircraft, which states that “{i}n our view, the marketplace provides an appropriate basis
for comparnison in determining whether a ‘benefit” has been ‘conferred’, because the trade-
distorting potential of a ‘financial contribution’ can be identified by determining whether the
recipient has received a ‘financial contribution’ on terms more favourable than those available to

- the recipient in the market.” Canada -- Aircraft, WI/DS70/AB/R, para. 157. The Appellate

Body added that “Article 14, which we have said is relevant context in interpreting Article
1.1(b), supports our view that the marketplace is an appropriate basis for comparison.” Id.

Thus, there is no doubt that, under these terms, Chinese exporters and exports receive a
primary benefit from China’s essentially pegged-exchange rate of the considerable difference
between the governmentally-controlled exchange rate and the rate that would prevail under a
market-exchange system for the yuan. In addition, Chinese exporters and exports receive
secondary benefits by way of reduced transaction costs stemming from the absence of a
significantly fluctuating foreign-exchange market and foreign-exchange risks. Within the
meaning of Article 1.1(b) of the SCM Agreement, therefore, these primary and secondary
benefits certainly leave China’s exporters and exports in a far better position than if the ynan

were not so severely undervalued.
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(c) Specificity
Under Article 1.2 of the SCM Agreement, a subsidy as defined in Article 1.1 is subject to

the provisions of Part II of the SCM Agreement if that subsidy is “specific” in accordance with
Article 2 of the SCM Agreement. In turn, Article 2.3 states that “{a}ny subsidy falling under the
provisions of Articie 3 shall be deemed to be specific,” while Part 11 in Article 3 of the SCM
Agreement, as relevant, prohibits subsidies that are contingent, in law or in fact, upon export
-performa.nce.‘55

China’s undervalued exchange-rate regime is specific and properly classified as a
prohibited export subsidy under the foregoing provisions of the SCM Agreement for a number of

compelling reasons.®® First and foremost, as just observed, Article 3 of the SCM Agreement

%5 Article 3: Prohibition
3.1  Except as provided in the Agreement on Agriculture, the following subsidies, within the
meaning of Article 1, shall be prohibited:

(a) subsidies contingent, in law or in fact’, whether solely or as one of several other
conditions, upon export performance, inciuding those illustrated in Annex I%;

* This standard is met when the facts demonstrate that the granting of a subsidy, without having
been made legally contingent upon export performance, is in fact tied to actual or anticipated
exportation or export earnings. The mere fact that a subsidy is granted to enterprises which
export shall not for that reason alone be considered to be an export subsidy within the meaning
of this provision.

* Measures referred to in Annex I as not constituting export subsidies shall not be prohibited
under this or any other provision of this Agreement.

(b) subsidies contingent, whether solely or as one of several other conditions, upon the
use of domestic over imported goods.

3.2 A Member shall neither grant nor maintain subsidies referred to in paragraph 1.

% Asindicated eartier, the SCM Agreement’s Illustrative List is not an exclusive listing of export
subsidies, but merely provides examples of certain types of prohibited export subsidies. Simply
because a particular subsidy program is not explicitly identified in Annex I does not mean the
program is not an export subsidy. To argue otherwise would be to make Article 3 of the SCM
Agreement redundant and meaningless, which it is not.
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prohibits subsidies that are contingent, in law or in fact, upon export performance. Petiﬁoners do
not contend that the Chinese government’s subsidy program described here is explicitly
contingent in law on export performance. .Petitioners do contend and demonstrate below,
however, that this program is “in fact tied to actual or anticipated exportation or export
eamings.” See SCM Agreement, Article 3.1(a) n.4.5” In other words, while China has not
expressly stated in its laws that its undervalued exchange-rate regime is designed to increase
exports to the United States in an effort to bolster Chinese manufacturing capabilities and
“increase China’s employment levels and U.S.-dollar holdings, in fact the policy actually does
accomphish these goals.

To determine whether a subsidy is de facto contingent upon export performance requires
an analysis of the facts of the subsidy and the nature of its tie to export promotion. The
Appellate Body articulated the required inquiry in one case as follows:

. . . the existence of this felationship of contingency, between the
subsidy and export performance, must be inferred from the total
configuration of the facts constituting and surrounding the granting

of the subsidy, none of which on its own is likely to be decisive in
any given case.

Recognizing the difficulties inherent in demonstrating de
Jacto export contingency, the Uruguay Round negotiators provided
a standard, in footnote 4 of the SCM Agreement, for determining
when a subsidy is "contingent . . . in fact . . . upon export
performance.

Canada -- Aircraft, WI/DS70/AB/R, paras. 167-168 (emphasis in the original). As cited

previously, footnote 4 to Article 3 of the SCM Agreement directs that the standard for

ascertaining that a subsidy is contingent in fact upon export performance

57 petitioners do not allege that the mere fact that a subsidy is granted fo enterprises that export
for that reason alone classifies China’s undervaluation of the yuan as a prohibited export subsidy
under Article 3.
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is met when the facts demonstrate that the granting of a
subsidy, without having been made legally contingent upon export
performance, is in fact tied to actual or anticipated exportation or
export earnings. The mere fact that a subsidy is granted to
enterprises which export shall not for that reason alone be
considered to be an export subsidy within the meaning of this
provision.

Canada -- Aircraft, WI/DS70/AB/R, para. 168 (emphasis in the original). Toward this end,
evaluation of whether a subsidy is contingent, in fact, upon export performance must examine
three elements: (1) whether the granting authority has imposed a condition based on export
performance in providing the subsidy; (2) whether the facts demonstrate that the granting of a
subsidy is tied to or contingent upon actual or anticipated exports; and (3) whether, as one
relevant fact among others analyzed, the subsidy recipient is export-oriented. See Canada —-
Aircraft, WI/DS70/AB/R, paras. 170-173.

The application of these factors to China’s foreign-exchange policy and practice confirms
that China’s undervalued-exchange-rate regime constitutes a de facto export subsidy. First, the
- Chinese government, as the granting authority, imposes a condition based on export performance
in providing the subsidy. The subsidy, derived from the undervalued yuan, is dependent upon
the existence of export performance in order to take effect. The nexus between the subsidy of
the yuan’s exceptional undervaluation and the prerequisite of exportation for a company in China
to enjoy that subsidy is so close and inextricably linked that conditionality is indisputable.

Second, the facts demonstrate that the granting of the subsidy is tied to or contingent
upon actual or anticipated exports from China, because the subsidization would not occur if
exports did not occur. In order for the foreign-exchange program to operate, products must be .
traded internationally. Without export performance, there would be no foreign currency to -

exchange. Moreover, the fact that the subsidy results in increased exports to the United States
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and eisewhere and in the accumulation by China of massive foreign-exchange reserves provides
additional evidence of tying. Thus, the required tying/contingency element is satisfied.

Finally, while not a definitive factor, the primary recipients of the subsidy under this
foreign-exchange program are undoubtedly manufacturing companies in China that export and
that are exporting in ever-increasing amounts so as to benefit from this program. These
Beneﬁciaries of China’s undervalued-exchange-rate regime accordingly are export-oriented.

In summary, when Articles 1, 2, and 3 of the SCM Agreement are scrutinized in light of
their texts and pertinent dispute settlements, China’s enforced undervaluation of the yuan is
shown to be a prohibited de facto export subsidy. Under Article 3.2 of the SCM Agreement and
China’s commitments made upon its accession to the WTQ, therefore, China is bound to
terminate and cease granting all benefits under this export subsidy.

V. The Conciusion That China’s Maintenance of An
Undervalued-Exchange-Rate Regime Is a Prohibited
Export Subsidv Is Reinforced By Items (b) and (j) of the

Ilustrative List of Prohibited Export Subsidies in
Annex I of the SCM Agreement

The unlawful nature of China’s maintenance of an undervalued-exchange-rate regime as

a prohibited export subsidy is punctuated by several aspects of that scheme that are covered by
item (b) and item (j) of the SCM Agreement’s Iilustrative List at Annex I of prohibited export
subsidies. The conclusion that China’s exchange-rate misalignment is a prohibited export
subsidy and a prohibited import-substitution subsidy is not dependent upon a finding that certain
aspects of the programs used to implement the scheme are separately identified on the SCM’s
Hustrative List of export subsidies. But the inclusion of certain Illustrative List practices within
the overall scheme of China’s undervaluation of the yuan contributes to a finding that the entire

- program is a prohibited export subsidy and undermines arguménts that the Chinese government’s

currency regime 1s WTO-compliant.
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(a) Item (b)

Item (b) identifics as prohibited export subsidies “{c}urrency retention schemes or any
similar practices which involve a bonus on exports.” Currency-retention schemes have been
defined as arrangements that usually involve dispensation for certain exporters to retain a portion
of their foreign-exchange earnings despite a general rule under which residents must surrender
receipts of foreign exchange to local banks, or the central bank, in exchange for local currency.®®

The Chinese government administers a currency-retention scheme uﬁder its currency-
exchange regime.”” As such, China’s currency-retention program comes under item (b) of the
SCM Agreement’s Illustrative List of prohibited export subsidies. By providing certain Chinese
exporters with preferential access to foreign exchange that China’s laws would otherwise require
be converted into yuan, China’s cumrency-retention program provides extra financial
encoi.u’agement to those favored exporteré to export. It also appears that China’s currency-
retention scheme goes cven further and additionally extends bonuses to certain high-performing
exporters.”” In each and both of these respects, therefore, the Chinese government’s currency-
retention program is a prohibited export subsidy within the meaning of item (b) and the SCM

Agreement’s articles.

% Deborah E. Siegel, Legai Aspects of the IMF/WTO Relationship: The Fund’s Articles of
Agreement and the WTO Agreements, 96 A.J.LL. 561, 596 (July 2002).

% See, e.g., Exhibit 5, Detailed Rule for Implementation of Regulation on Management Over the
Verification of Export Collection of Foreign Exchange, Chinalawinfo Laws and Regulations,
PRCLEG 1131 (promulgated June 22, 1998) (effective Aug. 1, 1998); Circular on Relevant
Issues Concerning Submitting Tax Certificates for Sales of and Payment in Foreign Exchange
Related to Non-Trade and Certain Capital Accounts Transactions, Chinalawinfo Laws and
Regulations, PRCLEG 2329 (promulgated May 19, 2000) (effective May 19, 2000); and
Regulations on the Sale and Purchase of and Payment in Foreign Exchange, Chinalawinfo Laws
and Regulations, PRCLEG 526 (promulgated June 20, 1996) (effective July 1, 1996).

0 [d.
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() Item(j)

Item (j) identifies the following programs as export subsidies:
{t}he provision by governments (or special institutions controlled
by governments) of export credit guarantee or insurance
programmes, of insurance or guarantee programmes against
increases in the cost of exported products or of exchange risk

programmes, at premium rates which are inadequate to cover the
long-term operating costs and losses of the programmes.

As indicated above, China’s undervalued-exchange-rate misalignment relies heavily upon
the Chinese government’s direction of the state-owned banks’ currency actions, While not
explicitly identified as an exchange-risk program, this system controlled by the Chinese
government clearly functions as one given the insignificant fluctuation allowed in the yuan’s
value. As alluded to earlier, the financial contribution provided by China to its exporters
basically eliminates the need for, and the cost of, private exchange-risk programs for exports to
the United States. The indirect financial contribution created and supported by the foreign-
exchange program clearly bepefits Chinese exporters to the United States. The effective peg’s
nature is such that Chinese exporters to the United States are largely relieved of costs they would
otherwise be obligated to pay under any normal currency exchange regime. Exporters to the
United States are relieved of any significant exchange risk by the Chinese government’s
effective pegging and substantial undervaluation of the yuan vis-3-vis the U.S. dollar. This
arrangement stands in stark contrast to the situation of exporters in other countries who either
must pay for foreign-currency hedges and guarantees or run the risk of unprotected exchange

losses. As explained above, other countries that maintain, or have maintained, pegged currencies
have adjusted them when they have become unréasonable, untenable, or have caused severe
a_.dverse trade effects and so have imposed at least some level of currency risk on their exporters.

This is untrue in China.
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In assessing the benefit associated with this export subsidy, the proper focus is not on the
_ label the Chinese government ascribes to its actions, but on the substance and nature of the
benefit provided to Chinese exporters and their exports (which may be measured by the cost of
this program to the Chinese government under item (j), in an unusual departure from the standard
benefit-to-the-recipient approach). Chinese exporters who are not required to incur these costs
receive a specific and an unfair prohibited export subsidy within the meaning of item (j) and the
SCM Agreemént’s articles as the result of China’s undervalued-exchange-rate regime that
advantages China’s export trade.

c. China’s Maintenance of An Undervalned-Exchange-Rate
Regime Also Violates China’s WTO Obligations Concerning

Agricultural Products

In the course of the negotiations leading to China’s becoming a Member of the World
Trade Organization on December 11, 2001, China committed that, “ . . .by the date of accession,
China would not maintain or introduce any export subsidies on agricultural products.””’ With
respect to its covered agricultural products,”” therefore, China’s undervalued-exchange-rate
regime 1s directly at odds with this unequivocal commitment by China not to maintain or
- introduce any export subsidies as of the entry info force of its accession agreement on December
- 11, 2001. This categorical commitment by China informs and governs China’s obligations
concerning export subsidies on agricultural products under Articles 3, 9 and 10 of the WTO
Agreement on Agniculture. These provisions indicate that a Member State shall not provide

subsidies in excess of those specified in that Member State’s schedule of commitments.

! Report of the Working Party on the Accession of China, WTI/ACC/CHNA49 at 44 (para. 234)
(Oct. 1, 2001).

& See China’s Schedule of Concessions and Commitments on Goods {(Schedule CLIIT), Annexed
to China’s WTO Protocol of Accession, WI/MIN(01)/3 (Nov. 10, 2001, WT/MIN(01)/3/Add.1

(Nov. 10, 2001).
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The WTO Agriculture Agreement does not itself define what constitutes a “subsidy.” It
is well-established, however, that the definition of a “subsidy” in Article 1.1 of the SCM
Agreement is applicable as well in the context of the Agriculture Agreement, so that in both
seftings a “subsidy” exists if there is a governmental “financial contribution” that confers a
“benefit” on the recipient beyond what otherwise would have been available to the recipient in

the marketplace.”

It is also well-cstablished that the requirement in Article 1(e) of the
Agriculture Agreement that “‘export subsidies” be “contingent upon export performance” is to be
‘understood identically to that same requirement in the SCM Agreement.”

Thus, for the reasons set forth in Section IIL.A.2.b.iv above, China’s undervalued-
exchange-rate regime constitutes a prohibited export subsidy on its agricultural products sold to
the United States. No less than non-agricultural products exported from China to the United
States, Chinese agricultural products sent to the United States benefit from the financial
contribution conferred by the Chinese government’s undervaluation of the yuan, and that subsidy
is contingenf in fact upon export performance and so is specific. Taken together, China’s
effective pegging of the yuan to the U.S. dollar and all of the various underlying activities by the
Chinese government that result in the yuan’s substantially undervalued misalignment are

governmental action that play a critical part in encouraging and enabling Chinese exporters to

sell their products abroad at heavily subsidized prices.” As such, China’s undervaluation of the

7 See, e.g., Appellate Body Report, Canada - Measures Affecting the Importation of Milk and
the Exportation of Dairy Products, adopted Oct. 27, 1999, WI/DS103/AB/R, WT/DS113/AB/R,
para. 87.

7 See Appellate Body Report, United States — Tax Treatment of “Foreign Sales Corporations,”
adopted Mar. 20, 2000, WT/DS108/AB/R, para. 141.

> See also Appellate Body Report, Canada — Measures Affecting the Importation of Milk and
the Exportation of Dairy Products — Second Recourse to Article 21.5 of the DSU by New
Zecaland and the United States, adopted Jan. 17, 2003, WT/DS103/AB/RW2, WT/DS113/

' (...continued)
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yuan is an export subsidy that is contrary to China’s commitment to end export subsidies upon its
accession to the WTO and prohibited by the Agriculture Agreement on exports from China to the
United States of agricultural products.

3. China’s Maintenance of An_Undervalued-Exchange-Rate Regime
Violates Article XV:4 of the GATT

a. Background
Article XV:4 of the GATT and its accompanying addendum state,

Contracting parties shall not, by exchange action, frustrate*
the intent of the provisions of this Agreement, nor, by trade action,
the intent of the provisions of the Asticles of Agreement of the
International Monetary Fund.

The word “frustrate” is intended to indicate, for example,
that infringements of the letter of any Article of this Agreement by
exchange action shall not be regarded as a violation of that Article
if, in practice, there is no appreciable departure from the intent of
the Article. Thus, a contracting party which, as part of its
exchange control operated in accordance with the Articles of
Agreement of the International Monetary Fund, requires payment
to be received for its exports in its own currency or in the currency
of one or more members of the International Monetary Fund will
not thereby be deemed to confravene Article XI or Article XIII.
Another example would be that of a contracting party which
specifies on an import license the country from which the goods
may be mmported, for the purpose not of introducing any additional
element of discrimination in its import licensing system but of
enforcing permissible exchange controls.

While undervalued-exchange-rate regimes like that of China have not been the subject of
GATT/WTO challenges, previous deliberations on Article XV:4 give rise to relevant

conclusions.

(-..continued)

AB/RW2, paras. 145-146 (Canadian governmental action allowing the profitable export from
Canada of milk at prices below the cost of production found to be an export subsidy under
Arficle 9 of the Agriculture Agreecment).
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First, measures that are monetary in form but that have some effect on trade can be
consideréd under the GATT’s rules as far as the trade effect is concerned.”

Second, even when a monetary measure such as a temporary import surcharge is regarded
by the IMF as being necessary to stoﬁ a serious deterioration in a country’s balance-of-payments
position, that measure can be considered and treated under the GATT as an inappropriate, trade-
restrictive measure and an undue burden upon the import account of the country imposing the
surcharge with consequent serious effects oﬂ the trade of other Member States of the WTO.77

Third, as between Article XV:4 and Article XV:9 of the GATT, the question of their
relationship has been left for empirical consideration if and when particular points arise that have
a bearing on that relationship, and general principles about that relationship have not been laid
down by the Member States. Issues in this regard can be pursued by means of dispute settlement
under Article XXIIT of the GATT, and Article XV:9(a) of the GATT does not preclude the
Member States from discussing with a Member State the effects on other Member States’ trade
caused by exchange controls or restrictions maintained by that Member State. ™

Fourth, it is often quite difficult or impossible to define clearly whether a governmental

measure is financial or trade in nature, and a given measure can be both.”

76 See 1981 Report of the Commiftee on Balance-of-Payments Restrictions, Italian Deposit
Requirement for Purchases of Foreign Currency, BOP/R/119, adopted Nov. 3, 1981, C/M/152.

" See Report of the Working Party, United States Temporary Surcharge, adopted Sept. 16, 1971,
BISD 185/212, 222, para. 39. '

8 Jd. at para. 8. Article XV:9(a) of the GATT states that “{n}othing in this Agreement shall
preclude: (a) the use by a contracting party of exchange confrols or exchange restrictions i
accordance with the Articles of Agreement of the International Monetary Fund or with that
contracting party’s special exchange agreement with the CONTRACTING PARTIES. .. .”

" See Report of the Special Sub-Group, Relations Between the GATT and the International
Monetary Fund, adopted Mar. 2, 4, and 5, 1955, BISD 35/170, 196, para. 2.
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Fifth, and lastly, analysis of a measure that is arguably both financial and trade in.
character entails a number of steps designed to ensure that the measure is not inconsistent with
either the GATT or with the IMF’s Articles of Agreement.®® Thus, in the carly 1950s, Greece
instituted the levy of a special “contribution” on certain imported goods. Greece described this
payment as “a charge imp'osed on foreign exchange allocated for the importation of goods from
abroad equivalent to a multiple currency practice” and designed to cover a widening gap between
Greece’s official exchange rate and the effective purchasing power of the drachma.

The panel ultimately concluded that more information was needed to render a ruling on
7 | the merits, and the matter was resolved without further dispute settlement when Greece thereafter
terminated the measure following devaluation of the drachma in April 1953. Prior to that point
and in deferring further consideration, however, the panel outlined its train of thought as to how
the matter subsequently should be evaluated. In particular, the panel remarked that (1) the
principal question was whether the Greek tax was an internal tax or a charge on imported
products under Article III:2 of the GATT, in which event the panel would decide if the tax was
consistent wifh that provision; (2) on the other hand, if the charge were, as Greece contended, a
tax on foreign exchange allocated for the payment of imports, the question for the IMF would be
- whether the measure constituted a multiple currency practice and was in conformity with the
IMFE’s Articles of Agreement, in which case the Greek charge would fall outside the scope of
Article IIT of the GATT; and (3) even if the Greek measure was outside the ambit of Article HI

of the GATT, “. . . the further question might arise under Article XV:4 whether the action of the

8o See Panel Report, Special Import Taxes Instituted by Greece, adopted Nov. 3, 1952, BISD
15/48 (“Greek Taxes™). '

73-



Greek Government constituted frustration by exchange action of the intent of the provisions of
Article II of the General Agreement.”®

In short, under the panel’s sound thinking in Greek Taxes, even if no other provision of-

the GATT 1s deemed to have been violated by a measure, and even if no provision of the IMF’s
Articles of Agreement has been violated by that measure, that measure can still run afoul of
Article XV:4 of the GATT if that measure is exchange action that “frustrates” the intent of the
GATT’s provisions.

b. | By Maintaining An Undervalued-Exchange-Rate Regime,

China Is Wrongly Frustrating the Intent of a Series of the
GATT’s Provisions

To “frustrate” something is to prevent or thwart the attainment of a purpose or to nullify,
defeat, or bring a goal to nothing. Within the legal framework described immediately above,
China’s undervaluation of its yuan is “exchange action” under Article XV:4 that insidiously has

been acting to frustrate the linchpins of the international trading system.®

8 See id. at paras. 5,7, and 8.

82 China’s undervaluation of the yuan can also be seen as “trade action” under Article XV:4 that
frustrates the intent of the IMF’s Articles of Agreement. Under Article IV, Section 1(iii) of those
Articles, for example, each member of the IMF shall “. . . avoid manipulating exchange rates or
the international monetary system in order to prevent effective balance of payments adjustment
or to gain an unfair competitive advantage over other members.” This general obligation is
based upon the recognition that «. . . the essential purpose of the international monetary system is
to provide a framework that facilitates the exchange of goods, services, and capital among
countries, and that sustains sound economic growth, and that a principal objective is the
continuing development of the orderly underlying conditions that are necessary for financial and
economic stability . . . . Even if the yuan’s undervaluation is not viewed in this light, however,
this measure by China is one that is monetary in form and trade-restrictive in effect and
consequently violative of Article XV:4 as “exchange action” that frustrates the intent of various
provisions of the GATT. See 1981 Report of the Committee on Balance-of-Payments
Restrictions, Italian Deposit Requirement for Purchases of Foreign Currency, BOP/R/119,
adopted Nov. 3, 1981, C/M/152; and Report of the Working Party, United States Temporary
Surcharge, adopted Sept. 16, 1971, BISD 188/212, 222, para. 39.
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While the purpose of the GATT as a whole can be articulated in a variety -of ways,
perhaps the most powerful expression of its far-reaching aims is found in the Preamble to the
Agreement Establishing the World Trade Organization. In pertinent part, that Preamble speaks
of “. . . raising standards of living, ensuring ful.l employment and a large and steadily growing
volume of real and effective demand, and expanding the production of and trade in goods . . . .”
~ The Preamble goes on to indicate that the Parties to the WT(O’s Agreement are to contribute to

[

these objectives “. . . by entering into reciprocal and mutually advantageous arrangements

directed to the substantial reduction of tariffs and other barriers to trade and to the elimination of
discriminatory treatment in international trade relations . . .

China’s maintenance of an undervalued-exchange-rate regime is “exchange action” that
violates Article XV:4 by frustrating the intent of the GATT’s fundamental Articles that are
meant to serve as the means to achieve the ends incorporated in the Preamble of the WTO’s
Agreement. This frustration of the intent underlying the GATT’s provisions is apparent from
different vantages, any one of which suffices to establish a violation of Article XV:4.

Under Article I of the GATT and the principle of most-favored-nation (“MFN”) status,
mmports by China from the United States are to be treated no less favorably than imports into
China from any other Member State of the WTQ. This principle of non-discrimination,
however, is undercut by China’s undervalued-exchange-rate regime. Whenever the U.S. dollar
appreciates against the currency of a third country, the yuan automatically and comparably
appreciates against that third currency, but not against the U.S. dollar, due to the effective

pegging of the yuan to the U.S. dollar. As a result, the third country’s products become more

attractively priced and competitive for export to China while U.S. products do not. Imports into
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China from the United States consequently are disadvantaged vis-a-vis imports from other
countries and denied MFN treatment.

Under Article IT of the GATT, China’s tariff bindings are not to be exceeded. China’s ad
valorem customs duties, however, when applied to the inflated, yuan-denominated prices that
result from China’s undervaluation of the yuan, yield similarly inflated amounts of yuan-
denominated customs duties. In a perverse fashion, the weakening of the U.S. dollar means a
commensurate weakening of the yuan and a corresponding increase in the amount of yuan-
denominated customs duties that the Chinese importer must pay. China’s tariff bindings be;:ome
unacceptably elastic and uncertain and effectively exceeded as a resuit.

Under Article III of the GATT, China is obligated not to apply to domestic or imported
products any laws, regulations, and requirements that affect the internal sale, offering for sale,
purchase, transportation, distribution or use of products so as to afford protection to domestic
production. China’s effective pegging of the yuan to the U.S. dollar and currency controls,
however, negate or erode this non-discriminatory principle of national treatment by so inflating
the yuan-denominated price of imports into China from the United States that U.S. products are
either excessively or prohibitively expensive and Chinese-origin products are favored and
protected.

Under Articles VI and XVI of the GATT, China has committed to abide by the principle
that export subsidies are prohibited. The Chinese government’s persistent undervaluation of the
yuan as compared to the U.S. dollar, however, acts in fact to subsidize all products exported from
China to the United States.

Under Article XI of the GATT, China is barred generally from imposing measures other

than duties, taxes or other charges that prohibit or restrict imports into China of any product from

-76-



the United States. China’s undervaluation of the yuan, however, variously serves to prohibit and
restrict imports into China of products from the United States by so increasing the yuan-
denominated prices of U.S. products that Chinese importers either cannot afford to import the
U.S. products at all or can only import lesser quantities of the U.S. products than would be the
case were the yuan commercially valued realistically against the U.S. dollar.®

By way of recapitulating, therefore, by means of the expedient of undervaluing and
misaligning its currency as it has, China dramatically has frustrated the intent of the GATT. This
exchange action by China at once is undercutting all of the GATT’s principal concepts that
together have formed the backbone of the international trading system since the end of World
War Il With reference to the addendum to Article XV:4, China’s undervaluation ofithe yuan
appreciably departs from the intent of the foregoing provisions of the GATT. In actuality,
China’s refusal to set a realistic exchange rate for the yuan based on market conditions or allow
the yuan to seek its own market-driven balance against the U.S. dollar is a direct challenge to the
GATT’s principles with debilitating effects both for the United States and the global economy as

a whole. China’s undervaluation of the yuan violates Article XV:4 of the GATT.

8 In comection with an early draft of Article XV, the link between Article XI's general
prohibition against quantitative restrictions and Article XV’s purpose of preventing exchange
arrangements or exchange action from frustrating the intent of the GATT’s provisions was
underscored. As explained by the U.S. delegate at a drafting session in 1946, Article XV’s focus
is that “. . .exchange restrictions will not be imposed on imports from other members. That
corresponds to the basic provision that quantitative restrictions will not be used, the one being
regarded as an alternative to the other.” UN. DOC. EPCT/C.II/PV.8, at 5 (1946). See also Art.
XV:5, which states that the Member States shall report to the IMF if, at any time, they consider
that exchange restrictions on payments and transfers as to imports are being applied by any
~ Member State in a manner inconsistent with the GATT’s exceptions for quantitative restrictions.
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B. China’s Maintenance _of An Undervalued-Exchange-Rate Regime Is
Unjustifiable and Burdens and Restricts U.S. Commerce By Violating
China’s Obligations Under the International Monetary Fund’s Articles of

Agreement

Section 301{a)(1) of the Trade Act of 1974 requires the USTR to take mandatory action if
“an act, policy, or practice of a foreign country - . . . (ii) is unjustifiable and burdens or restricts
United States commerce.” Furthermore, under section 301(d)(4)(A), “An act, policy, or practice
is unjustifiable if the act, policy, or practice is in violation of, or inconsistent with, the
international legal nghts of the United States.”

China’s policy of maintaining an undervalued-exchange-rate regime is a violation of its
| obligations under the IMF’s Articles of Agreement. In 1980, China assumed Taiwan’é seat in
the IMF and received one seat on the Board of Executive Directors. In 1996, two years afier
China had unified and realigned its exchange rate, China removed exchange restrictions on its
current-account transactions by accepiing Article VI of the IMF’s Articles of Agreement.
Between 1996 and July 2005, China maintained its exchange rate at 8.28 yuan per dollar and
since then has effectively continued fo peg the yuan to the U.S. dollar at a substantially
undervalued rate. China’s policy of mamtaining an undervalued-exchange-rate regime violates
its obligations under Articles IV and VIII of the IMF’s Articles of Agreement.

Article IV requires that each IMF member shall: “(iii) avoid manipulating exchange rates
or the intermational monetary system in order to ... gain an unfair competitive advantage over

23

other members.” First, China’s fixed exchange-rate system requires that it intervene in every
export fransaction in order to maintain the fixed exchange rate, constituting manipulation. In
-addition, China has instituted capital controls further to enforce the fixed-exchange mechanism.

Evidence of the magnitude of the practice is the accumulation of foreign-exchange reserves,

which have grown to more than one trillion dollars in 2006, up from $610 billion as recently as

-78-



2004. Second, China’s policy of maintaining an undervalued exchange rate has given China and
particularly China’s exports an unfair competitive advantage in trade with the United States and
other members of the IMF. China’s undervalued-exchange-rate policy subsidizes China’s
exports to the United States and other countries and denies the United States and other countries
the equal treatment required by Articles I and III of the GATT. China’s undervalued-exchange-
rate system causes prices of U.S. products in the Chinese market to be higher than what would
prevail under market conditions and causes prices of China’s products to be lower in the U.S.
market than what would prevail under market-determined exchange rates. This subsidized
practice gives China’s products a competitive advantage when competing with U.S. products in
the Chinese marketplace, in the United States and in third-country markets, contrary to the
obligations under the IMF’s Article IV, section 1(iii).

China’s policy of maintaining an undervalued-exchange-rate system also violates the
IMF’s Article IV, section 1(ii), which states that each member of the IMF shall “(ii) seck to
promote stability by fostering orderly underlying economic and financial conditions and a
monetary system that does not tend to produce erratic disruptions.”

China’s policy of maintaining an undervalued exchange-rate system is creating financial
mstability that will eventually disrupt global financial markets unless China appreciates its
currency in line with underlying economic fundamentals. The threat to the intemationali
financial system is exacerbated by the size of China’s economy, China’s volume of global trade,
and foreign direct investment in China. China’s accelerating accumulation of foreign-exchange
reserves is generating disequilibrium in the international financial system, will tend to create
inflation and over-investment in China, and will lead to the conditions for another international

financial crisis.
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As described in detail in Exhibit 1, under its fixed-exchange-rate system with tight capital
controls, China has sacrificed its fuller integration into the world economy in favor of exchange-
rate stability and monetary independence. The inappropriateness of this exchange-rate regime is
perhaps best illustrated by the enormous lengths to which the Chinese government must extend
its interference in the market in order to achieve these monetary policy goals. Moreover, China’s
adherence to these goals —- no matter what their cost or how superficially they are achieved -- is
even more revealing. |

The type of closely controlled exchange regime employed by China ordinarily is confined
to countries with relatively minor and/or balanced trade and investment flows with the rest of the
world. This situation is due to the fact that large and imbalanced flows can quickly overwhelm
.such a closely-controlled system, although this danger has yet to prove a deterrent to China. In
its dogged pursuit of exchange-rate undervaluation and stability, the Chinese government has
had to intervene to purchase ever-greater volumes of foreign exchange (especially U.S. dollars)
each year. Nevertheless, while these purchases have succeeded in keeping the yuan’s value
stable against the U.S. dollar, they completely run counter to the trend in the rest of the world,
where the U.S. dollar generally has fallen significantly in value. Thus, when the U.S. dollar
fluctuates against other foreign currencies, China’s achievement of exchange-rate stability with
the U.S. dollar directly undermines achievement of exchange-rate stability with respect to all
other currencies which float against the U.S. dollar. In other words, the actual exchange-rate
stability achieved by China’s enforced undervaluation of the yuan is limited to the U.S. dollar.
By virtue of achieving stability with the U.S. dollar, China faces potentially less stability with

respect to other currencies.
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The other policy goal of monetary independence likewise is undermined by China’s
mamtaiming an essentially fixed exchange rate in the face of such large imbalances in its trade
and investment flows. As discussed generally in Section II and Exhibit 1, rather than permit the
yuan to increase in value, the Chinese government has chosen instead to offer any amount of
yuan needed to absorb any supply of foreign currency. Consequently, as shown in the table
below, as larger and larger foreign-currency surpluses have flowed into the Chinese market, the
Chinese government has had to flood the market with more and more yuan. Thus, if China
wishes to maintain exchange-rate stability in the face of such foreign-currency inflows, it does so
at the cost of its control over its domestic money supply. Along with this rapid growth in the
money supply, however, there 1s increasing evidence that the Chinese government has fostered a
speculative over-investment boom and the foundation for much higher inflation in the future. If
not corrected, these trends will coalesce in an unstable bubble that, due to the size of China’s
economy and volume of trade, will adversely affect international trade and financial markets,

contrary to the obligations in the IMF’s Article IV, section 1(ii).

Money Supply
(Billion Yuan)
2000 2001 2002 2003 2004 2005 2006
Money 5,454 6,168 7,088 8,412 9,582 10,690 12,604
Y -- 13.1% 14.9% 18.7% 13.9% 11.6% 17.9%
increase
Quasi 8,142 9,472 11,412 13,710 15,724 19,148 22,006
Money
% - 16.3% 20.5% 20.1% 14.7% 21.8% 14.9%
{ increase ' :

Source: IMF: International Financial Statistics

China’s policy of maintaining an undervalued-exchange-rate regime also violates the

IME’s Article VIII, section 3, which states:
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No member shall engage in, or permit any of its fiscal agencies
referred to in Article V, Section 1 to engage in any discriminatory
currency arrangements or multiple currency practices, whether
within or outside margins under Article IV or prescribed by or
under Schedule C, except as authorized under this Agreement or
approved by the Fund.

As previously discussed, China’s undervalued-exchange-rate policy discriminates against
U.S. exports of goods and services. By maintaining an undervalued exchange rate for the yuan
against the U.S. dollar, China discriminates against U.S. products to China’s benefit. Prices of
Chinese goods and services in the U.S. market are lower than what would prevail under a:n
exchange rate that reflected underlying economic fundamentals. Conversely, the prices for U.S.
products in China are higher than what would prevail with an exchange rate that reflected
underlying economic fundamentals.

In addition, China’s undervalued exchange rate discriminates against other IMF
countries. As the U.S. dolar depreciates against other currencies, the exchange rate with China
does not change, and the advantage that China has through its undervalued exchange rate
remains the same. Other currencies adjust simultaneously to the yuan and the U.S. dollar,
because the exchange rate is essentially pegged. Those currency adjustments, however, must be
greater than what would be required under market conditions, because the yuan is undervalued
~and unable to appreciate significantly in real terms against the dollar. China’s undervalued
exchange rate clearly discriminates against the United States and other IMF members. The fact
that China has shown no real flexibility indicates that China has continued to be in violation of
its obligations to the IMF under Article VIII of the IMF’s Articles of Agreement.

C. Summary

China’s undervaluation of the ynan vis-a-vis the U.S. dollar violates basic and essential

principles and provisions of the World Trade Organization and its agreements as well as vital
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obligations of China under the IMF’s Articles of Agreement. China’s undervalued-exchange-
rate misalignment of its currency and the magnitude of the adverse consequences flowing from
China’s behavior for the United States and the global economy are unprecedented and should not
be tolerated.

By the expedient of the yuan’s severe undervaluation, the Chinese government is doing
great harm to the WTO’s rules-based system and also to the international monetary system. On
the one hand, as this section emphasizes, the ynan’s undervaluation comprehensively subsidizes
all of China’s exports. On the other hand, the yuan’s undervaluation — as a practical matter —
variously acts as a tax, added import duty, and effectively as a quantitative restriction on imports
into China. These far-reaching effects of the yuan’s undervaluation at a minimum firustrate the
GATT’s basic intention of opening markets. Indeed, China’s utter refusal to eliminate this
undervaluation immediately and the large-scale and harmful consequences of this intransigence
for the global economy present issues of first impression that Articles I, If, IIT, and XI of the
GATT are being violated. These problems are addressed in the Attachment to this petition.

If China’s accession to the WTO in December 2001 is to be a constructive step, it is
~ imperative that China — as the major trading country that it is — honor its obligations. Under 19
_ US.C. § 2411{a), therefore, the Bipartisan China Currency Action Coalition urges that
mandatory action be taken to enforce the international legal rights owed by China to the United
States.

iv. CHINA’S POLICY OF AN UNDERVALUED YUAN IS HAVING A
DEVASTATING EFFECT ON U.S. PRODUCTION

A, Overview

China’s exchange-rate policy effectively pegs its currency solely to the U.S. dollar

- regardless of the underlying economic fundamentals or relative competitive conditions between
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the two countries. As explained in detail in Exhibit 1, the other countries joining China in
employing such an exchange-rate regime are predominantly very minor economies in the
Caribbegn, Middle East and Africa, none of which is a major exporter to the United States or to
the rest of the world. By virtue of their small size, these economies simply are not capable of
materially distorting global trading patterns, regardless of the exchange-rate fluctuations that
might occur absent such regimes.

The same cannot be said of China, as recognized directly by the Administration, which
repeatedly has called on China to no avail to allow at least some real fluctuation in its exchange
rate or, better yet, to move to a floating regime along with the other major i:rading nations whose
ranks China now has joined.

Instead, China has held steadfastly to its essentially fixed-rate regime in the face of
soaring trade surpluses and foreign-direct-investment inflows. Moreover, it is no accident that
the United States — the counfry to whose currency China has pegged the yuan — has been a
primary source of China’s trade surpluses and foreign-direct-investment inflows. As discussed
above, the end result of the trade between the United States and China is a massive oversupply of
U.S. dollars and undersupply of yuan that normally would cause the yuan to rise in value vis-3-
vis the U.S. dollar. In order to prevent an appreciation of its currency, the Chinese government
must squelch market forces on each side of the trading relationship by absorbing the excess U.S.
dollars (which, to date, have been heavily recycled into U.S. governmental debt for lack of other
uses given the magnitude of the surfeit), while simultaneously flooding the Chinese market with,
and then sterilizing, huge quantities of undervalued yuan.

China’s strategy raises at least one obvious question. Why is the Chinese government

willing to risk inflation and overheating its economy (by expanding its money supply in order to
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absorb the excess foreign cutrency), as well as increasingly to orchestrate banking activity in the
country, while investing in a currency that is otherwise losing value, rather than simply let the
value of the yuan mediate these forces and imbalances? While the answer to this question is
‘complex and multi-dimensional, the yuan’s role is clearly of central importance to the Chinese
government’s actions. If permitting the exchange rate to fluctuate would resolve many of these
issues for China, then its steadfast refusal to permit any meaningful change in the exchange rate
must confer some benefit. Given the trade imbalances that have resulted due to the yuan’s
undervaluation, it is likewise clear that one of the principal benefits to China is a compelling
competitive advantage in trade with the United States.

China’s artificially-maintained competitive advantage in trade with the United States
translates into a de facto competitive disadvantage for the United States and its businesses
competing with China, whether in the United States, in China, or in third-country markets. This
competitive disadvantage has grown steadily more oppressive for U.S. businesses in recent years
as relative economic conditions have changed not only in the United States and China, but also
in the rest of the world. The widespread and significant decline in the value of the U.S. dollar
against the major foreign currencies other than the yuan since the end of 2001 is perhaps the best
single indicator of these changes. Since that time, the U.S. dollar has declined by 17 percent (as
of December 2006) against the currencies of its major trading partners (excluding China).®*
Although China is now a major trading pariner of the United States, its currency has remained

“virtually unchanged in value versus the U.S. dollar over that same period of time. Thus, under

current economic conditions, the longstanding undervaluation of the yuan has become

- 8 Federal Reserve Statistical Release 'H.l(}, Foreign Exchange Rates — Broad Index. The broad
index is a weighted average of the foreign exchange values of the U.S. dollar against the
currencies of a large group of major U.S. trading partners.
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mdisputable and injurious, as manifested so clearly in the United States’ trade deficit with China,
which has not only reached historic proportions, but continues to grow rapidly.

The Chinese govermment’s ever-expanding exertions to foster and maintain its
significantly undervalued exchange rate effectively preclude any competitive advantage that
would otherwise be gained by U.S. commercial interests from such a sustained and substantial
decline in the value of the U.S. dollar elsewhere in the world. The result for U.S. commerce vis-
a-vis any individual Chinese good in any market in the world is the inability to gain competitive
cost or price traction against Chinese products. In effect, the undervalued yunan prevents U.S.
producers from regaining levels of oufput and sales appropriate to current global economic
conditions, as well as the unit-cost declines that typically accompany expanded output.

Moreover, U.S. producers consequently do not benefit from the restoration of profits that
.greater cost-competitiveness should bring. Those U.S. producers whose market is primarily or
exclusively domestic have seen imports into the United States from China escalate
extraordinarily while the yuan has been so undervalued. Nor can U.S. companies rely on growth
in export markets, in particular to fast-growing China, as any exchange-rate declines in U.S.
export prices are instantaneously matched by corresponding declines in Chinese export prices.
With U.S. businesses facing greater Chinese competition at home and abroad across a widening
spectrum of goods, U.S. commerce increasingly will be burdened and restricted by the Chinese
government’s currency policy if left unaddressed by the U.S. government.

The dangers to the international trading and financial system cannot be underestimated.

History provides a recent, valuable lesson on the dangers of China’s currency practices and calls
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for immediate action. According to economists,®”> China’s devaluation of the yuan in the early
- 1990s had a significantly adverse economic effect on the economies of Southeast Asia and, by
extension, the rest of the world. The Asian Financial Crisis, according to Surjit S. Bhalla,86

... occurred because of over-investment and over production; such

over production was caused by planning for a future which had not

correctly anficipated the important role that Chinese production,

and low Chinese cost, would play; comparative costs became

important becanse of the 50 percent Chinese devaluation (in the

guise of exchange rate reform) that was allowed to occur between

1990 and 1993; capital continued to flow to East Asia because of

the promise of high returns (bad anticipation of China’s role) and

because of the promise of stable returns (quasi-fixed exchange

rate). Once the trade shares of the East Asian economies were

affected, investments became relatively unprofitable; and once

Thailand showed the way, the other East Asian competitors of

China followed.

China’s maintenance of an undervalued-exchange-rate regime is creating the same
mmbalances in trade and over-investment that occurred in the early- to mid-1990s, which
culminated in the Asian Financial Crisis. China’s unwillingness to address these imbalances
meaningfully threatens the international trading and financial system with a similar crisis.
Unlike the last Asian Financial Crisis, a new, China-led crisis is likely to have a far greater
impact on the United States given the extent of the greatly-expanded trading and investment
relationships between the two countries, the effective pegging of the undervalued yuan to the
U.S. dollar, and the already strained economic and fiscal conditions now prevailing in the United

States. It is even less certain to what extent many U.S. businesses could withstand such an

exogenous shock on top of the burdens they already face.

8 (. Fred Bergsten, “The Asian Monetary Crisis: Proposed Remedies,” prepared remarks to the
U.S. House of Representatives, Committee on Banking and Financial Services, November 13,
1997, John H. Makin, “The New Paradigms,” American Enterprise Institute (October 1997).

% Surjit S. Bhalla, Chinese Mercantilism: Currency Wars and How the East Was Lost, Indian
Council for Research on International Economic Relations (July 1998).
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B. Both U.S. Imports From China and the U.S. Trade Deficit With China Are
Soaring

‘Since 2001, U.S. consumption of manufactured goods grew by only three percent, while
U.s. iinports of manufactured goods from the entire world except for China rose proportionally,
iricreasing by a moderate 4 percent. In marked contrast, U.S. imports of manufactured goods
from China skyrocketed by 49 percent in the same time period — a remarkable performance
considering that China was already the fourth leading foreign supplier to the United States of
manufactured goods at the start of the period, behind only Canada, Japan and Mexico. As of
2006, China is now second among the leading suppliers of imported manufactured goods to the
United States.

In fact, the growth in U.S. imports from China was so rapid in relation to the rest of the
| world that it accounted for 56 percent of the total growth in U.S. imports of manufactured goods
between 2001 and 2003 and has only risen further since then. In other words, the increased
volumes from China alone have exceeded the increase in volumes from every other country in
the world combined. The impact of the increased U.S. imports from China on U.S. businesses
has been the subject of much debate in the course of discussing recent trends in trade between
the two countries. As this debate has unfolded it has tended to become more polarized, with
some observers asserting that China’s gains have come predominantly at the expense of U.S.
manufacturers, while others assert that China’s gains have come predominantly at the expense of
other foreign suppliers. As the analysis in this section demonstrates, however, U.S.
maﬁufac‘mxers have bome the brunt of China’s gains in the U.S. market, not only because it is the
most important markét for U.S. manufacturers (who therefore have the most to lose here), but
- also because, unlike foreign producers, U.S. manufacturers are denied any competitive

exchange-rate adjustments vis-a-vis China in the U.S. market,
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As noted above, the overall U.S. trade deficit with China is the largest bilateral imbalance
ever seen in the history of world trade. More specifically, the annual, overall U.S. merchandise
trade deficit with China was $235 billion in 2006, $203 billion in 2005, $163 billion in 2004, and
$125 billion in 2003, and appears on pace in 2007 to exceed 2006’s deficit. In short, despite
strong growth in U.S. exports of manufactured products and all merchandise to China, the much
larger volumes and similar growth rate in corresponding U.S. imports from China have caused
the trade deficit to soar. By the end of 2006, both import volumes from China and thertrade
deficit with China were so large that even a significant slowing in the future growth in imports
* from China will be insufficient to cause a material change ‘in the U.S. trade deficit with China, as

explained further below.

C. If Recent Trends Continue, the U.S. Trade Deficit With China Will More
Thanr Double in Five Years

Since China pegged its currency to the U.S. dollar in 1994, U.S. imports from China have
increased at an average annual rate of 18 percent through 2006, while corresponding U.S.
exports to China have increased at an anmmual average rate of 16 percent. Like all compounded
values, even small differences in growth rates over time will produce large differences in final
values, p:irticula:rly if, as in the case of trade between the United States and China, there are large
differences in the starting values. Consequently, a seemingly modest difference in relative
growth rates has nonetheless produced a yawning gap between total U.S. imports from China,

which reached $287 billion in 2006, and total U.S. exports to China, which reached only $52
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billion in 2006. If historical growth rates continue for just five more years, the annual U.S. trade

deficit with China will expand to $548 billion by the end of 2011.%

Possible Trends in the U.S.-China Trade Deficit in the Next 5 Years ($ billions)
Have We Reached the Point of No Return?

Alternative Growth
Scenarios for U.S.

Imports/Exports with 18%
China 8% 24% (2006 actual
(Stower growth) {Faster growth) growth)
33y (000 monl ($207) ($627) ($442)

12%  (Siower growth) ($331) ($751) ($566)

U.S, Exports to China

3%  (Slowest growth) ($362) ($782) ($597)

As the volumes of both U.S. imports from China and U.S. exports to China increase, and
as the trading relationship between the countries matures further, it is possible that future growth
rates will diverge from their respective 12-year hi_storical averages, as has been the case in some
past years. Due to the differences in the sheer volume of the trade flows, however, even if U.S.
exports continue growing at the accelerated pace of 33 percent evident in 2006, while U.S.

imports merely maintain their historical growth rate of 18 percent, the U.S. trade deficit of $235

8 By 2011, at the historical averages, U.S. imports from China will increase to $657 billion,
while U.S. exports to China will increase to $108 billion. As a result, the U.S. trade deficit to
China in 2011 will increase to $548 billion, or by 133 percent of the 2006 deficit of $235 billion.



billion in 2006 will continue to expand. As shown in the table above, this relatively optimistic
écenario results in an increase of nearly $207 billion in the U.S. annual trade deficit to $442
billion in 2011.

As clearly depicted in the table, any expectations that continued strong U.S. export
growth will halt or even reverse the growing trade deficit with China likely will prove to be
badly mistaken absent a significant slowing in import growth due to the sheer magnitude in the
volume of imports frbm China.

The ceniral question 1s how to slow imports from China without resorting to measures
that would violate global trade rules and without potentially endangering the comparatively small
but still important inroads the United States has made in the Chinese market. While U.S.
businesses expect China’s market to become even more important, current trends are leading to a
tipping point where the much-awaited potential of the Chinese market will be dwarfed, perhaps
permanently, by the heavy losses already sustained by U.S. companies and workers in the U.S.
domestic market. The longer the Chinese government is permitted to continue to undervalue and
misalign its trade relationship with the United States, these data make clear that the costs and
risks for the United States will increase commensurately.

D. U.S. Production Is Being Displaced By Imports Into the United States From
China

While the above figures are indisputable, some observers discount the effect U.S. imports
from China are having on the U.S. domestic manufacturing base despite their sustained and
meteoric rise. This alternative view centers on allegations that increased imports from China
-merely- aiSplace imports from other low-wage countries rather than U.S. domestic production,
- essenfially leaving U.S. domestic output and employment unaffected. Fundamentally, increased

U.S. imports from China can only come at the expense of three potential sources, as follows:
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(1) directly from U.S. production, if the overall market is flat or declining;
(2) directly from other foreign production; 1f the overall market is flat or declining;
and,

3 indirectly from U.S. and/or foreign production, if the overall market is growing.

At the outset, the salient point is that, regardless of whether China’s gains come at the
expense of existing domestic or foreign production, or due to an expansion in the overall market,
all such gains represent some mix of actual and potential losses to U.S. domestic production.
While the direct losses to U.S. domestic production illustrate this most emphatically, the fact is
that increased imports from China could also displace domestic production that otherwise would
have gained share from other foreign production (particularly from countrics whose currencies
have appreciated significantly vis-a-vis the U.S. dollar), or from an expansion in the market.

Nevertheless, despite compelling and wideranging evidence to the contrary, some
observers highlight the fact that China’s share of total U.S. imports has increased, while other
countries’ shares of total U.S. imports have fallen. These observers take these trends as evidence
that China’s gains in the U.S. market have come significantly, or even largely, at the expense of

88

" other foreign production rather than from U.S. domestic production.™ Mere comparisons of

relative import market shares, however, are not meaningful, because all countries’ shares must,

¥ Coincident with the very rapid and massive increase in U.S. imports from China that is entirely
concentrated in manufacturing goods, U.S. manufacturing employment suffered unprecedented
erosion. From August 2000 through February 2004, manufacturing employment declined for 43
“consecutive months before the streak finally was broken in March 2004, according to the U.S.
Bureau of Labor Statistics. Over the course of the uninterrupted decline, more than three million
U.S. manufacturing jobs were lost (most by production workers), leaving U.S. manufacturing
employment at its lowest levels since 1950. While there were multiple causes for this decline in
employment, it is difficult to see how an unprecedented rise in manufactured imports and an
unprecedented decline in domestic manufacturing employment can be argued to be only loosely
related or even unrelated. Manufacturing employment in the United States has continued to
suffer to the present. '
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by definition, total 100 percent. As U.S. imports from China rise more rapidly than U.S. imports
from other countries, mathematically China’s share of total imports must rise, while other
countries’ collective share must fall because the total import market, regardless of its absolute
size, will always equal 100 percent.

Additionally, some observers conclude that exports to the United States from China must
have displaced exports from other Asian countries, rather than U.S. production, based on
evidence that U.S. imports from China have risen while overall imports from Asia have remained
largely stagnant. As an inttial matter, the difficulty with this view is that there is no A prioni
reason why imports should be increasing more quickly than U.S. production, particularly during
a period when U.S. economic growth slowed and the U.S. dollar declined significantly in value.
Why did U.S. imports from China grow so much more guickly than those from other countries,
including countries whose wages are as low as, or even lower than, China’s? Unfair trading
conditions driven by China’s undervalued currency must be a primary factor, particularly given
that China’s export prices in yuan have fallen by nearly 30 percent since 1995, aided by an
exchange-rate regime that was not permitted to function and balance the shift in relative prices
between the U.S. and Chinese markets.

The table below summarizes China’s actual trade performance in the United States
compared with China’s primary lower-wage Asian competitors (i.e., India, Malaysia, Thailand,
Singapore, Korea and Taiwan) in the 2001-2006 period. As an initial matter, the data show that,
on an annual basis, total U.S: imports from these other Asian countries collectively increased by
40 percent or by more than $51 billion, while those from China surged by 181 percent or by
nearly $185 billion in the period. Thus, there is no factual basis for claims or arguments that

U.S. imports from other Asian countries competing with China have declined or remained
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stagnant. As shown, U.S. imports from these countries have not only increased, but also have
done so despite generally appreciating currencies in the region versus the U.S. dollar over the
period.

Moreover, when the increase in U.S. imports from China is viewed in the context of the
typical U.S. import volume from these other countries, it becomés even clearer that any
purported reduction in U.S. imports from these countries at the hand of Chinese suppliers during
this period was modest at best. As shown, total U.S. imports from these other countries were
$130 billion in annual 2001 and $181 billion in annual 2006, an increase of 40 percent. In other
words, the existing import volume into the United States from these other countries simply is not
small enough to support the thesis that products sourced by China from these other Asian
countries are a significant part of China’s increased volume of exports to the United States.

The only way a displacement argument can be defended in light of these data is if it is
further assumed that imports from these other countries would have increased substantially more
than they actually did. Such an assumption runs counter to prevailing economic conditions
during the period, which included a sharp contraction in technology-related production and a
sustained depreciation in the U.S. dollar, despite which imports from these countries still
managed to increase significantly. Witﬁout the benefit of such a strained assumption, therefore,
the data more strongly support the line of reasoning that U.S. domestic production has suffered
much greater displacement from the increase in imports from China than is the case for China’s

other Asian competitors.
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Comparison of China's and Other Asian Countries’ U.5. Trade Performance

Exchange Rates U.S. Imports
(foreign currency per U.S, dollar) {millions of U.S. dollars)
Dec Pec Chgvs Annuazl Annual

Country 2001 2006 usp 2001 2006 PctChg
China 8.2768  7.8087 5.66% | $ 102,069 $ 287,052 %o
India 48.180 44245 8.17% $ 9,708 $ 21674 123%
Malaysia 3.80 35315 7.07% $ 222008 $ 36,441 64%
Taiwan 33.824 32506 3.90% $ 33262 $ 38,086 15%
Singapore 1.85 153 17.3% $ 14,899 $ 17,750 19%
Korea 1,313.50 929.80 29.21% $ 34917 $ 44714 28%
Thailand 44.222 36.045 18.49% $ 14,672 $ 22,345 52%

Subtotal NA NA NA] § 129,686 $ 181,010 40%

While examining relative import market shares or comparing absolute levels of U.S.
imports from among different countries provides a rough estimation of the extent to which
increased imports from China have displaced U.S. production or imports from other countries,
the true displacement effect of imports from China can be determined more precisely by
cxamining import volumes in. relation to corresponding domestic production and apparent
consumption and identifying changes in import penetration as a proxy for the displacement
effect. Sectoral data on U.S. shipments, imports and exports of manufactured goods published
by the U.S. Census Bureau permit a comprehensive analysis of import penetration using the
maximum level of industry detail available.

The analysis examines U.S. imports of

manufactured goods from China and from the rest of the world and relates them to domestic U.S.
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manufactured goods production and apparent consumption® on a sector-by-sector basis from
annual 2000 to annual 2003.
| This analysis provides further confirmation that while a significant amount of China’s
rising sales to the U.S. market appears to have displaced other imports, a much greater portion of
the mmcrease appears to have displaced domestic U.S. producer share of the U.S. market. In order
to distinguish between China’s displacement of domestic U.S. producer share and China’s
displacement of imports from other countries', the analysis focuses first on the overall import
penetration in the U.S. market. For each of the 58 discrete durable and non-durable goods
sectors analyzed, if China’s import penetration increased while overall import penetration
remained flat over the period, then the increased imports from China were assumed to displace
only imports from other countries, leaving no net displacement of domestic U.S. producer share.
Conversely, if overall import penetration increased as much as or by more than China’s import
_ penetration, then the increased imports from China were assumed to displace only domestic U.S.
producer share, leaving no net displacement of imports from other countries.

The analysis concludes that 60 percent of the total increase in U.S. imports from China
over the period led to increases in China’s share of the U.S. market that came at the expense of
the market shares of domestic producers. The remaining 40 percent of the increase in U.S.
imports from China, while likewise increasing China’s share of the U.S. market, was not

accompanied by an overall increase in import penetration and, therefore, was assumed to have

% Apparent consumption is derived by adding domestic production and U.S. imports, then
deducting U.S. exports, because exports are included in domestic production but not consumed
in the United States.
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come at the expense of the market shares of other foreign producers rather than the market shares
of U.S. domestic producers.”

In summary, the analysis leads to the concluston that the 60-percent share of total U.S.
imports from China that was found to displace U.S. domestic producers’ market share in the
United States translated into a $31 billion gain for China’s producers. To put the value of this
displacement in perspective, it should be considered that total U.S. manufacturers’ shipments fell
by $209 bﬂlion between 2000 and 2003. China’s displacement of U.S. domestic producers’
share thus is equivalent to almost 15 percent of the overall decline in U.S. manufacturers’

shipments over this period.

K. Cost Pressure on U.S. Manufacturers Is Rising Due to Imports Into the
United States From China

China’s extremely low prices, aided in significant part by the undervalued yuan, are
putting tremendous pressure on U.S. domestic firms by undercutting their pricing power. As
U.S. production and especially non-production costs {such as medical-care costs, litigation costs,

etc.) rise, U.S. companies find they are unable to pass these costs on to their customers, in large

*® U.S. government data disaggregate current manufacturing production into 58 categories or
sectors. The analysis examines each category to determine that China’s overall market share of
U.S. manufactured goods consumption increased by 1.1 percentage points over the period
analyzed. Given that the total U.S. market for manufactured goods was $4.5 trillion in 2003
(based on U.S. manufacturers’ shipment data, rather than value-added), the increase in China’s
overall market share translates info a $50 billion increase in China’s sales to the U.S. market.

This 1.1-percent increase in market share pertains to all sales of Chinese goods in the U.S.
market, whether they displaced domestic production or imports from other countries. The
portion of this market-share increase that appears to have displaced domestic production (i.c., not
offset by declines in market share from other countries) equals 0.7 percent of U.S. consumption
of manufactured goods, or about $31 billion. The balance of China’s overall market-share gains,
or 0.4 percent of U.S. consumption of manufactured goods, appears to have displaced other
foreign production rather than U.S. production (i.e., was offset by declines in market share from
-other countries). Thus, between 2000 and 2003, approximately 60 percent of China’s increased
mmport penetration appears to have displaced U.S. production, while the balance appears to have
displaced imports from other countries. '

-97-



part because of intense price suppression in the U.S. market by China’s exporters. Consequently,
many U.S. firms are unable even to cover their costs, let alone make a sufficient profit to sustain
mvestments needed to improve competitiveness and remain in business. As a result, increasing
numbers of companies are considering temporary or permanent closures, or shifting production
abroad — perhaps to China — as the only way to sﬁrvive under these hyper-competitive conditions
caused in significant part by China’s artificial currency advantages. This loss of flexibility is
another cost that the U.S. industry suffers due to China’s currency regime and one that is often
overlooked because it 1s either difficult or controversial to quantify.

F. U.S. Exports to China Are Falling Behind

China’s currency policies are also affecting U.S. exports, because the yuan’s
undervaluation affects the prices of U.S. goods i yuan in China’s market. This point is often
lost in observations that U.S. exports to China have been rising at a good rate in percentage terms
and more quickly than the overall rate of increase by U.S. exports.

A different picture emerges, however, when U.S. export growth to China is viewed in the
context of the overall growth in China’s imports, which reached 36 percent in 2004, for example.
imports from the United States were the slowest-growing compared with imports from China’s
largest foreign suppliers. According to China’s data, the U.S. share of China’s total imports in
2004 actually dechined to a new low at only 8.0 percent of total imports, compared to a share of
12.1 percent as recently as 1998. In fact, if its share had not fallen, U.S. exports to China would

“have been $35 billion higher in 2004 than they actually were — a significant difference of about
50 percent.
This trend is evident in China’s third largest category of manufactures imports -- optical

and medical equipment — in which imports from the United States rose by 23 percent in 2004,
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while China’s total imports surged by 60 percent. Once again, between 2001 and 2004, the U.S.
- share of this important category plunged from 25 percent to 9 percent.

Clearly the United States is not sharing proportionately in China’s otherwise robust
import growth, and China’s currency peg against the U.S. dollar is a prime factor in the United
States’ under-performance in the Chinese market. The fact that China imports about 50 percent
more from the European Union than from the United States confirms this detrimental impact to
be the case.

G. U.S. Affiliates Are Not Causing the Import Surge From China

Foreign direct investment plays a large role in China’s exports. According to the
Congressional Research Service, slightly over 50 percent of China’s total exports are produced
by foreign-owned enterprises. These foreign-owned firms appear to have accounted for about
two-thirds of China’s overall export growth since 1994. Some observers mistakenly extrapolate
these data to conclude that the bulk of U.S. import growth from China originates from U.S.-
owned production in China. In actuality, data from the U.S. Department of Commerce show that
imports from U.S. affiliates in China account for only a small amount of total U.S. imports from
China.

A 2001 report by the Commerce Department’s Bureau of Economic Analysis on U.S.
Foreign Direct Investment Abroad®! indicates that U.S. manufacturing affiliates in China shipped
$2.9 billion of goods to the United States in 2001. This was only 3 percent of the $99.7 billion
of manufactured goods imported by the United States from China in that year. While this
number is viewed with skepticism by many, it is beheved that this report remains the only

official data published by the U.S. government that are directly relevant to this issue. As such,

71 See Table 11119, Operation of U.S. Parent Companies and Their Foreign Affiliates, 2001.
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there is no official basis for claims that the vast bulk of U.S. affiliates” production in China is
exported back to the United States and is, therefore, a primary driver of surging U.S. imports
from China.

The only other known source of U.S. government data on this subject is the Census
Bureau’s annual report on “Related Party Trade.” This report reveals the extent of U.S. export
and import trade conducted by related parties -- 1.e., by parents and their related affiliates. This
report indicates that only 20 percent of total U.S. imports from China reflect shipments to all
multinationals located in the United States from their affiliates in China. This percentage,
however, covers all related-party trade, rather than that solely from U.S.-owned multinationals.
Thus, this percentage includes, for example, all imports into the United States by Japanese
multinational firms from their affiliates in China. Moreover, because the bulk of foreign
investment in China is sourced from Hong Kong, Taiwan, and Japan, it is only logical to infer
that the bulk of such related-party imports into the United States is from foreign-owned
multinationals rather than U.S.-owned multinationals.

In conclusion, therefore, the available data suggest that 20 percent of total U.S. imports
from China is the absolute ceiling for the portion that can be attributed to U.S.-owned multi-
nationals, while 3 percent of total imports is the most accurate direct measure available.

H. Country of Production Is Important

The analysis above confirms that a portion of total U.S. imports from China indeed is
displacing imports from other countries and that an increase in the value of China’s currency
might shift some of China’s production back to other countries rather than to the United States.
The fact that production might not shift directly back to the United Sfates, however, does not

mean that the United States would fail to accrue any benefit. Moreover, this conception ignores
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the broader fact that if the production does not belong in China based on unfettered economic
merit, speculation on where the production might then shift is irrelevant.

There are several reasons why the U.S. economy and U.S. production would benefit even
if China-based production activities do not return directly to the United States. For example,
Mexico also has been a significant casualty in the shifting of production to China, some of which
served the U.S. market and now is shipped back to the United States from China instead. If
some of that production returned to Mexico, it would cause an automaﬁc gain in the U.S. trade
account, because Mexico imports proportionately more from Ithe United States than China does.
For every additional U.S. dollar China eamns from the United States and spends somewhere in the
world, it is likely to spend only 8 cents in purchasing U.S.-made products (the United States has
én 8-percent share of China’s imports). In contrast, the United States has more than a 70-percent
share of Mexico’s imports of goods and services, such that for each additional U.S. dollar
Mexico earns in the United States, it is likely to spend 70 cents in purchasing U.S.-made
products.

Moreover, the United States’ relative competitiveness against Mexico, in this example,
would be improved under the presumption that the production originally shifted from Mexico to
China for cost reasons (of which China’s currency undervaluation might be a significant reason).
If production returned to Mexico without the benefit of a grossly undervalued yuan, the
competitiveness of U.S.-based production would improve. Thus, even if the actual production
does not return to the United States, U.S. producers stand a much better chance of success than if
they have to cémpete with Chinese producers that can lever their undervalued currency into

pricing power in export markets.
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Finally, the controlled Chinese currency is a major factor behind other Asian countries’
interventions to prevent their currencies from reflecting fair market values so as not to be
competitively disadvantaged by China in the U.S. and other export markets. For example, an
April 4, 2004, Reuters report stated at that time that “[a]Jny move by China to revalue the yuan --
currently effectively fixed around 8.28 yuan per dollar -- would enable Malaysia to revalue the
ringgit without sacrificing trade compétitiveness.” This concept is equally and broadly true
today. While China is hardly the oniy country in the region amassing U.S. dollar-based reserves
with the result that its export competitiveness 1s artificially improved, the extent of the Chinese
government’s intervention coupled with the aggressiveness of its; export sector undoubtedly has
fueled the practice among China’s chief export competitors in the region such as Korea and
Taiwan.

1 China’s Currency Is Affecting Global Trade Negotiations

The goals of the United States in terms of achieving greater access to markets around the
world are also being affected by China’s currency policy. Other developing nations, which tend
to have the highest tariffs, are reluctant to cut their tariffs for fear of Chinese competition. The
European Union’s Trade Commissioner, Pascal Lamy, drove this point home in a December 3,
2003, speech to the European Institute, when, in explaining the failure of the WTO’s Ministerial
meeting in Cancun, Mexico, during September 2003 he said:

Then there was China. Sometimes it seems as if the U.S.,
with the tough rhetoric about the need to reduce the trade deficit
over the last weeks, is the only country concemned about China.
But T don’t think that is right. Clearly, no one likes to say it, but
many developing countries in particular are concerned about
China's seemingly limitless capacity to produce and seemingly
bottomless comparative advantage. In other words, if you are
already worrted about China's ability to scoop the pool,. indeed
perhaps the phrase is to dredge the pool, the last thing you want is
trade liberalisation.

-102-



J. Relative Wages Are Not a Principal Factor

A common justificatton for China’s rapid export growth is its significant advantage in
labor-cost competitiveness. While low labor costs are certainly a key factor in some
manufactming operations, China is hardly the only country with low wages, and low wages per
se are not sufficient to explain China’s phenomenal export growth, particularly if productivity
differences are taken into account.

In the United States, the cost of labor is a relatively small fraction of the total cost of
manufacturing. Direct labor costs — production workers” wages and benefits — constitute only 11
percent of the total cost of manufacturmg. While this ratio varies among industries, average
labor costs in the United States simply are not significant enough by themselves to explain
China’s explosive export growth. Moreover, a significant portion of China’s nominal labor-cost
advantages is offset by significantly higher transportation costs, which typically constitute 10
percent of the product price.

| In marked contrast, a 20- to 40-percent undervaluation of the ynan provides a
comparatively huge benefit to Chinese exporters, because it affects the entirety of the final
Chinese export prices, rather than merely a given cost component, and similarly reduces any ad

~valorem taxes, tariffs and other charges that are applied to such exports en route to U.S.
customers.

K. The Undervalued Yuan Also Adversely Affects U.S. Service Suppliers

The undervaluation of the yuan not only has a negative timpact on trade in manufactured
products, but also on services. First, a multiplier effect exists between manufacturing and
Intermediate activities such as services. Every dollar of a manufacturing product sold to a final

“user generates an additional $1.43 of intermediate economic output, more than half in sectorsl

outside manufacturing, which support several million more U.S. jobs. Second, the
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undervaluation of the yuan adversely affects service providers and exporters in the same way 1t
adversely affects manufacturers — by valuing those services at higher prices than would provail
under unfettered market conditions and by artiﬁcially boosting investment by service suppliers in
China.

L. Summary

The evidence and analysis presented in this section provide objective and compelling
support that China’s currency policy is seriously undermining U.S. commerce, jobs, and
production. China’s undervalued yuan is playing a central role in generating a huge trade deficit
by the United States with China, the largest bilateral trade deficit in history. This trade deficit is
growing at an alarming rate and can reasonably be expected only to increase at the expense of
the United States as long as China does not correct the yuan’s undervaluation. A deficit of this
magnitude is certainly not sustainable for the United States and is having an extremely

debilitating effect on the strength and resilience of the U.S. economy.

V. CONCLUSION

As this petition demonstrates, China’s undervalued-exchange-rate regime violates
fundamental international legal obligations undertaken by the Chinese government m its capacity
as a Member of the World Trade Organizaﬁon and of the International Monetary Fund. As this
petition also demonstrates, China’s policy of substantially undervaluing and manipulating the
yuan is unjustifiably severely burdening and restricting U.S. commerce. This petition
accordingly seeks the immediate elimination of the undervaluation of the ynan. If China refuses
to eliminate the undervaluation, the Bipartisan China Currency Action Coalition petitions for the
United States to pursue a formal dispute settlement action under the World Trade Organization.
If such action is successful, and China does not bring its policies into conformity with its WTO

obligations, the United States should pursue WTO-consistent remedies against China.
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Respectfully submitted,
{See Signature Page}
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1. China’s Maintenance of An Undervalued Exchange-Rate Regime
Violates Article I of the GATT and the Principle of Most-Favored-
Nation (“MFN”) Treatment

Article k1 of the GATT sets forth the fundamental obligation of the non-discriminatory
.axiom of MFN treatment that each Member State must accord to all other Member States. It
provides:

With respect to customs duties and charges of any kind
imposed on or in connection with importation or exportation or
imposed on the international transfer of payments for imports or
exports, and with respect to the method of levying such duties and
charges, and with respect to all rules and formalities in connection
with importation and exportation, and with respect to all matters
referred to in paragraphs 2 and 4 of Article ITl, any advantage,
favour, privilege or immunity granted by any confracting party to
any product originating in or destined for any other country shall
be accorded mmmediately and unconditionally to the like product

originating in or destined for the territories of all other contracting
parties.

| GATT Att. I:1 (addendum omitted; emphasis added).

With reference to Article I:1, China’s policy of effectively pegging the yuan to the U.S.
dollar so as to maintain an undervalued yuan vis-3-vis the U.S. dollar is both a rule and a
formality in connection with importation and a matter referred to in Article III:4 of the GATT.
In the latter regard, as addressed in the section below on national treatment, Article III:4 requires
that all laws, regulations and requirements affecting the internal sale, offering for sale, purchase,
. . . distribution or use of goods in China not treat imports less favorably than Chinese-origin
products. Accordingly, under Article I:1 of the GATT, China is required by the MFN principle
to ensure that its currency policy does not discriminate among its trading partoers either in
connection with the importation of goods into China or thereafter. In particular, a violation of

Article I:1 is established if there is (1) an advantage (2) of the type covered by Article I:1 that is



accorded to products from one country or group of countries, but (3) that is not accorded

! Moreover,

immediately and unconditionally to like products from all WTO Membef States.
Article I:1’s prohibition against this sort of discrimination includes both de jure and de facto
discrimination.”
China’s maintenance of an undervalued exchange-rate regime confers an advantage upon
third countries whose currencies'are not pegged to the U.S. dollar. More specifically, China’s
undervalued exchange-rate regime prevents the yuan from fluctuating versus the U.S. dollar with
the consequence that any third country will benefit when its currency weakens against the U.S.
dollar. Such a country will be advantaged by China’s effective peg to the U.S. dollar, because its
exports to China will become less expensive in terms of yuan-denominated prices and hence
more competitive in China. Asa result, any country whose currency falls in value compared to
. the U.S. dollar is provided a significant frade advantage over the United States, because the
relative value of the U.S. dollar remains unchanged versus the yuan. Both Brazil and Mexico,
“ for instance, have seen their exports to China increase significantly in recent years due to the
weakening of their respective currencies versus the U.S. dollar, even as the trade deficit of the
United States with China has continued to expand rapidly. Conversely, the United States can
gain no trade advantage with China when the dollar depreciates because of China’s undervalued
exchange-rate regime.
The benefit obtained by countries such as Brazil and Mexico when their currencies

weaken against the U.S. dollar is an “advantage” prohibited under Article I:1. Both in

! See Panel Report, Indonesia — Certain Measures Affecting the Automobile Industry, adopted
July 23, 1998, WT/DS54/R, WT/DS55/R, WI/DS59/R, WT/DS64/R, at para. 14.138.

? See, e.g., Appellate Body Report, Canada — Certain Measures Affecting the Automotive
Industry, adopted June 19, 2000, WT/DS139/AB/R, WT/DS142/AB/R, at para. 78.




- connection rwith the importation of goods into China and with their sale and distribution after
importation, products from countries whose currencies have fallen in value against the U.S.
dollar are more attractive and affordable for Chinese customers than U.S. imports. This
phenomenon occurs because the yuan is automatically strengthened against the third countries’
currencies, but not against the U.S. dollar, due to China’s effective pegging and undervaluation
of the yuan to the U.S. dollar. Most emphatically, therefore, the advantage granted to other
countries by means of China’s undervalued exchange-rate regime is not accorded immediately
and unconditionally to like products from the United States. In violation of Article I:1 of the
* :_GATT, China wrongly discriminates against U.S. exports to China by depriving the United
States of th¢ advantage of the fluctuations in a flexible exchange rate that adjusts to market
conditions and that U.S. products would otherwise enjoy. -

- 2. China’s Maintenance of An Undervalued Exchange-Rate Regime Is

Contrary to Article II of the GATT and Article 9.1 of the WTO
Customs Valuation Agreement

a, Background

In fashioning its customs system, China has chosen to determine the amounts of normal
duties owed on imports of goods into China by means of ad valorem tariffs. These tariffs are set
either at a preferential MFN percentage or at a higher general percentage.® In either instance, the
percentage is applied against the entered, C.LF. value of the imported goods expressed in yuan,
so that the normal duties owed are paid in yuan.* While China’s selection of ad valorem tariffs
1n itself is not problematic, China’s undervalued exchange-rate regime -- in combination with its

ad valorem methodology -- impairs China’s tariff concessions to the United States.

3 See Exhibit 6, Bulletin International des Douanes, Year 2000-2001, China (People’s Republic
of), Organ of the International Union for the Publication of Customs Tariffs, Number 13, 8" ed.
(Mar. 2001).

“ Seeid., at Arts. 4, 21.




As an example of the ill effects of this interacﬁom consider the situation in which a U.S.
product with a C.LF. price of $100 is imported into China from the United States. Under a rate
of 7.82 yuan to the U.S. dollar and under Articles 4 and 21 of China’s previously referenced
| customs law, that product’s eniry value will become 782 yuan. Thereafter, if the ad valorem
tariff rate is, for example, 10 percent, the consignee in China of the imported U.S. product will
be obligated to pay customs duties of 78.2 yuan to the Chinese customs authorities.
Now assume that the yunan had not been undervalued, but had been valued realistically
against the U.S. dollar and that the rate of exchange at the time the U.S. product is imported into
China consequently is 4.70 yuan to the U.S. dollar. Under this scenario, the U.S. product’s C.LF.

- price of $100 will become only 470 yuan, and the 10-percent ad valorem tariff will give rise to

customs duties for the Chinese consignee of just 47 yuan. These changes would be attributable

solely to an upward revaluation of the yuan vis-a-vis the U.S. dollar.

b. Article II of the GATT and_Article 9.1 of the Customs
Valuation Agreement

Article IT of the GATT addresses the schedules of tariff concessions made by the WTO’s
.Member Stateé, while Article 9.1 of the Agreement on Implementation of Article VII of the
GATT (“Customs Valuation Agreement™) concerns how customs value is to be determined for
imports when the conversion of currency is necessary. More precisely,

e Article II:1 makes clear that “ordinary customs duties” and “all other duties or
charges of any kind” in excess of a Member State’s bindings are forbidden.

o Article II:3 correspondingly stipulates that no Member State shall alter its method
of converting cutrencies so as to impair the value of any of its tariff concessions.

o Article IT:6(a) elaborates that the bound specific duties and charges of a Member

State that is also a member of the IMF may be adjusted to take account of a



reduction in the par value of that Member State’s curréncjr as long as (1) the par
- value is reduced consistently with the IMF’s Articles of Agreement by more than
twenty per cent and (2) the WTO’s Member States, acting jointly under Article
XXV of the GATT, concur that such adjustments will not impair the value of the
Member State’s tariff concessions, “due account being taken of all factors which
may influence the need for, or urgency of, such adjustments.” As noted next in
subsection (c)} below, the modalities for the application of Article II:6(a) as to
épeciﬁc duties and charges were adjusted in 1980 to reflect changes in the
intematiqnal monefary system.
e Finally, Article 9.1 of the Customs Valuation Agreement reads in pertinent part
that “{w}here the conversion of currency is necessary for the determination of the

customs value, the rate of exchange to be used shall be that duly published by the

competent authorities of the country of importation concerned and shall reflect as

effectively as possible . . . the current value of such currency in commercial

transactions in terms of the currency of the country of importation.” (Emphasis
added.)

c. China’s _Maintenance of An Undervalued Exchange-Rate
Regime Impairs the Value of Its Tariff Concessions to the
United States and Unacceptably Distorts the Customs Value of
U.S. Products Imported Into China

From the example descﬂbed in subsection (a) above, it is evident that a commercially
realistic rate of exchange between the yuan and the U.S. dollar, by reflecting the true strength of
the yuan, would significantly reduce the customs duties imposed on imports of merchandise into
China from the United States, from 78.2 yuan to 47 yuan in the cited instance. China’s extreme

undervalnation of the yuan directly and dramatically increases the cost in yuaﬁ of U.S. products



entering China. From the vantage of the importer in China, therefore, China’s undervalued
exchange-rate regime éompoun_ds the difﬁculty and expense of importing U.S. products into
China by resulting in both a higher purchase price and higher tariffs than would be the case if the
exchange rate were to appreciate based on economic fundamentals.

As summarized above, bound tariffs under Article II:1 of the GAT T are not to be
exceeded, and Article II:3 of the GATT reinforces this axiom by prohibiting a Member State
from impairing the value of its tariff concessions through alteration of its method of converting
currencies. By definition, to impair something is to diminish its value. From a U.S. perspective,
therefore, the value to the United States of China’s ad valorem tariff bindings has been impaired
due to China’s currency interventions designed to prevent the yuan from reaching its unfetiered,
Iﬁarket-dﬁveﬁ equilibrium in relation to the U.S. dollar. For the same reason, with reference to
Article 9.1 of the Customs Valuation Agreement, the yuan’s rate of exchange does not reflect “as
effectivély as possiblé” the “yuan’s current value in commercial {ransactions.

The practical effect of tl;e undervalued yuan is to inflate in absolute terms the number of
yuan necessary to clear customs and actually enter merchandise from the United States into
China. Were China to revalue the yuan upward, the result would be customs duties of far fewer
yuan. By the same token, a commercially realistic rate of exchange for the yuan against the US
dollar wonld reflect, “as effectively as possible,” the yuan’s current value and strength in
commercial transactions and thus yield an acceptable determination of customs value for imports
into China from the United States.

In short, an appreciation of the yuan against the U.S. dollar is required under Article II of

the GATT and Article 9.1 of the Customs Valuation Agréement. The fact that China’s customs

duties are expressed initially in ad valorem terms rather than as specific duties (that is, so many



yuan per unit or quantity of imported product) should not make ahy difference here. It is those-
- ad valorem percentages that are applied against the inflated values in yuan of imports from the
United States and that thereby yield similarly inflated customs duties in yuan and thus violate

-China’s tariff bindings.’

3 In May 1978, a Working Party was formed to examine how Article I1:6(a) of the GATT should
be applied in light of the amendment that took place in April 1978 to the Articles of Agreement
of the IMF. That amendment acknowledged that the IMEF’s members were no longer obliged to
maintain par values for their currencies and recognized the right of the IMF’s members to adopt
exchange arrangements of their choice, including floating exchange rates and exchange rates
fixed against another currency, a basket of currencies, or an international unit of account. As the
Workung Party explained, the basic purpose of Article 11:6(a) is to permit adjustment of bound
specific duties to take into account the inflationary erosion or depreciation of a contracting

‘party’s currency in which the specific duties were defined. See Specific Duties: Report of the
-~ Working Party, adopted Jan. 29, 1980, 1./4858, BISD 275/149, 150 (“Specific Duties™).

In the course of its analysis, the Working Party briefly considered the situation in which a
currency’s appreciation causes a decline in import prices and an increase in the ad valorem
incidence of specific customs duties. At the same time, the Working Body commented, the

-lower import prices normally would lead to a decline in the competitiveness of the domestic
industry and greater import penetration. After opining that in neither case would impairment
occur as to the competitive opportunities resulting from specific duty concessions, the Working
‘Party agreed not to pursue this matter, noting that Article II:6(a) does not deal with currency
appreciations and that dispute settlement could be pursued by a contracting party that considered
the value of specific duty concessions impaired by currency appreciation in a particular case.

~ See Specific Duties, BISD 275/149, 150.

For the reasons articulated in the accompanying text above, it is submitted that the
reasoning underlying the Working Party’s evaluation concemning the effects of currency
fluctuations on specific customs duties reinforces the conclusion that China’s imposed
undervaluation of the yuan impairs the value of China’s ad valorem tariff bindings to the United
States. Were the yuan realistically revalued upward, an importer in China of U.S. goods would
pay considerably less in customs duties than presently with the yuan so depressed vis-a-vis th
1.8S. dollar. ‘



3. China’s Maintenance of An Undervalued Exchange-Rate Regime
Inflates the Value In Yuan of Dollar-Denominated Imports Into
China From the United States, Thereby Discriminating Against U.S.
Imports In Favor of L.ower-Priced Chinese Products, Contrary to the
Principle of National Treatment Under Article ITI of the GATT

Article III of the GATT - the so-called “national-treatment” clause — stipulates that
imported products are fo be treated no less favorably than domestically-produced like producfs.
Specifically, Article IIT:4 provides that:

The products of the tervitory of any contracting party
imported into the territory of any other contracting party shall be
accorded treatment no less favorable than that accorded to like
products of nattonal origin in respect of all laws, regulations and
requirements affecting their internal sale, offering for sale,
purchase, transportation, distribution or use.

- GATT, Art. [II:4 (emphasis added). Notably, this broad ban against discriminatory treatment of
imports makes no reference to the government’s motives or purposes in giving disparate
treatment to imported products. Rather, the only prerequisites for a violation to be shown under
this provision are that a law, regulation, or requirement (1) affect the internal sale of an imported
product and (2) accord less favorable treatment to the imported products than to domestic like
products.

With respect to the first criterion, it is clear that China’s manipulation and undervaluation
- of its currency vis-a-vis the U.S. dollar do affect the “internal sale, offering for sale,
purchase, . . . distribution or use” of imported products from the United States. By means of
aggressive, internal currency controls and intervention in currency markets to m.aintain an
undervalued yuan Qis—é—vis the U.S. dollar, China ensures contrived, inflated values in yuan of
dollar-denominated imports into China. Consequently, conversion into yuan of the value of the
- U.S. imports into China effectively imposes a tax on the T.S. goods in the amount by which the

yunan is undervalued.



For example, undervaluation of the yuan by 40 percent vis-a-vis the U.S. dollar increases
a Chinese importer’s purchase price for the U.S. product in yuan by 40 percent. For all practical
purposes, the yuan’s 40-percent undervaluation is the equivalent of a 40-percent tax on U.S.
imports into China and, thus, a 40-percent distortion in relative prices in favor of Chinese-origin
products. Thus, under Article III:4 of the GATT, China’s policy of manipulating its currency so
as to maintain an undervalued yuan vis-3-vis the U.S. dollar constitutes a “law[], regulation[],
and requirementf] affecting the[ ] internal sale, offering for sale, purchase, . . : distribution or
use” of imported products from the United States.

Likewise, the second criterion of Article III:4 is satisfied because China’s policy of
maintaining an undervalued yuan vis-a-vis the U.S. dollar tréats imported U.S. products less
favorably than Chinese domestically produced products.  China’s currency measure
discriminates against the sale of U.S. products in China by artificially inflating their yuan- |
denominated prices in China. This disadvantage for U.S. products ié aggravated by the
application of China’s internal ad valorem taxes, such as the value-added tax (“VAT”), against
the excessive yuan-denominated value of the U.S. merchandise. The result is that China’s
currency policy unfairly discriminates against the sale of U.S. products in China in favor of
lower-priced Chinese domestic products. This treatment of U.S. products is less favorable than
that accorded to Chinese products and so is in violation of Article I1I:4 of the GATT.

The denial of national treatment by China’s policy of depressing the value of the yuan
versus the U.S. dollar can also be seen by recalling the central purpose of Article IH, which is to
ensure that dorﬁestic laws and regulations affecting the internal saie of products are not “applied

to imported or domestic products so as to afford protection to domestic production.” GATT, Art.




III:1 (emphasis added). In Japan — Alcoholic Beverages, the WTO’s Appellate Body explained
the purpose of Article III in the following ferms:
The broad and fundamental purpose of Article III is to avoid
protectionism in the application of internal tax and regulatory
measures. More specifically, the purpose of Article III “is to
ensure that internal measures ‘not be applied to imported or
domestic products so as to afford protection to domestic
production.”” Toward this end, Article III obliges Members of the
. WTO to provide equality of competitive conditions for imported

products m relation to domestic products. “[T]he intention of the
drafters of the Agreement was clearly to treat the imported
products in the same way as the like domestic products once they
had been cleared through customs. Otherwise indirect protection
could be given”.

- Appellate Body Repdrt, Japan — Taxes on Alcoholic Beverages, adopted Nov. 1, 1996,

WT/DS8/AB/R, WT/DS10/ AB/R, WT/DS11/AB/R, at 15-16 .(citations omitted).

In the case of China, it is important to remember that the severe- and persistent
undervaluation of the yuan is accomplished by the Chinese government’s currency controls, such
as specific limitations or restrictions on foreign-exchange holdings, as well as even stricter
restrictions or prohibitions on investment activities by both foreign and domestic firms. As a
result of these restrictions and prohibitions, an excess supply-of foreign-exchange/dollars occurs
in the Chinese market that must be absorbed by the_ Chinese government through intervention in
the foreign-exchange market.

Contrary to Article III:4 of the GATT, China’s currency controls and intervention in the
fo;eign—exchange market are internal measures that adversely affect the sale of U.S. products in
China by means of the severe and persistent devaluation of the ynan vis-a-vis the U.S. dollar. As
remarked above, the impact of these currency controls and intervention is like that of an
additional tax on any U.S.-made goods sold in China. Such measures are different than a tax

levied at the border on imported merchandise. While the conversion from U.S. dollars to yuan is

10



computed at the time of importation, the conversion itself is just the manifestation of China’s
strict currency controls énd intervention scheme. These mechanismé used by China to
- manipulate its foreign-exchange rate so as to maintain a severely undervalued yuan vis-a-vis the
U.S. doliar are themselves implemented internally in China and are not border measures.

Additionally, China’s currency -controls and intervention in the currency market most
assuredly negatively affect the sale of U.S. products in China within the meaning of Article 111:4,
because these measures constitute a law or regulation that “adversely modif[ies] the conditions
of competition between the domestic and imported products on the internal market.”® In
particular, the Chinese government’s currency controls discriminate against U.S. products and
benefit Chinese products by artificially making the U.S. products more expensive for Chinese
consumers. The resultant handicapping due to the inflated, yuan-denominated prices of U.S.
products is further magnified by the amount of yuan collected from the assessment of all other ad
valorem taxes, such as the VAT.

Accordingly, China’s policy of manipulating its currency clearly discriminates against all
 U.S. products and in favor of Chinese products and withholds national treatment from U.S.

products in contravention of Article ITT of the GATT.

% See Panel Report, Italian Discrimination Against Imported Agricultural Machinery, adopted
Oct. 23, 1958, BISD 7S/60, para. 12 (With respect to Article IIl:4, “{t}he selection of the word

‘affecting’ would imply, in the opinion of the Panel, that the drafters of the Article intended to
cover in paragraph 4 not only the laws and regulations which directly governed the conditions of
sale or purchase but also any laws or regulations which might adversely modify the conditions of
competition between the domestic and imported products on the internal market.”).

11



4. China’s Maintenance of An Undervalued Exchange-Rate Regime
Violates Article XI of the GATT

a. Background
Article XI of the GATT is another of the fimdamental pillars of the global trading system.

Whereas Articles I and III of the GATT are designed chiefly to overcome discrimination against
imports through MFN and national tréatment, respectively, Article XI addresses this problem by
_ generaliy eliminatihg the blunt mstrument of quantitative restﬁctions on imports. As relevant,
Article XI.1 provides that “[n]o prohibitions or restrictions other than duties, taxes, or other
charges, whether made effective through quotas, import . . . licenses or other measures, shall be
instituted or maintained by any contracting party on the importation of any product of the
| territory of any other contracting party . . . .” As this language indicates, Article XI:1 1s far-
reaching iﬁ its scope,” and what few exceptions there are under Articles XI:2 and XX of the
GATT are limited. Moreover, a measure that falls under Article XI:1 constitutes an
impermissible restriction on imports under that provision, whether or not the measure actually
has impeded imports, because the GATT’s basic provisions have consistently been interpreted as

being intended to establish and maintain conditions of competition.®

“b. China’s Maintenance of An Undervalued Exchange-Rate
Regime Is a Measure That Wrongly Acts As a Restriction on
Imports Into China

It is only by the concerted efforts of the Chinese government and the currency controls

employed by China that the yuan has become and remains so severely undervalued vis-a-vis the

7 See, e.g., Panel Report, Japan -~ Trade in Semi-Conductors, 1/6309, adopted May 4, 1988,
BISD 358/116, 153-54, at paras. 104, 106 (Article Xi:1’s wording is comprehensive and refers
not to laws or regulations, but more broadly to all measures other than duties, taxes or other
charges that restrict the importation of products).

¥ See, e.g., Panel Report, European Economic Community — Payments and Subsidies to
Processors and Producers of Oilseeds and Related Animal-Feed Proteins, adopted Jan. 25, 1990,
BISD 375/86, 130, at para. 150 (“EEC — Oilseeds™).
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U.S. dollar. Under any reasonable standard, these actions taken together are a fﬁeasuré within
the meaning of Article XI:1 of the GATT. Furthermore, this measure is not a duty, tax, or other
charge of the sort that Arficle XI:1 permits.’ |
In addition, the yuan’s undervaluation runs counter to Article XI:1 because this measure
- restricts the importation of U.S. products into China. While the GATT’s jurisprudence on this
subject holds that a measure need not be shown actually to have impeded imports to be
inconsistent with Article XI:1,® China’s undervgluation of the yuan not only has upset the
conditions of compétition between China and the United States, but has precluded large
quantities of U.S. products from being exported to China, as China’s enormous, extended, and
- growing current-account surplus with the United States attests.
The restrictive impact of China’s undervalued yuan on the volume of imports into China
- from the United States is analogous to the limiting effect caused by a minimum price system
administered by the European Community during the 1970s for certain processed fruits and
: Vegetables. Under that program, affected fruits and vegetables valued below the minimum price
established by the European Community were not permitted to be imported. This minimum

import price system, as enforced by a réquirement of additional security, was found to be an

® At the same time, as described in the sections earlier on Articles II and III of the GAT T, the
yuan’s undervaluation should be seen as resulting in what effectively amounts to violative
charges in excess of China’s tariff bindings and internal taxes that discriminate against imports
from the United States in favor of Chinese domestic products. These comparisons, however, do
not mean that China’s currency controls and undervaluation of the yuan are themselves duties,
taxes, or other charges. They are not, and so Article XI:1 of the GATT is also contravened by
China’s actions.

19 See EEC — Oilseeds, BISD 37S/86, 130, para. 150.
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impermissible restriction otﬁer than duties, taxes, or other charges within the meaning of Article
XI:1."

China’s undervaluation of the yuan similarly works to restrict imports into China from
the United States by inflating the ynan-denominated prices of U.S. products. Were the yuan’s
rate of exchange with the U.S: dollar realistically revalued upward, the yuan-denominated prices
of U.S. products would be less than 1s currently the case. The yuan’s undervaluation
consequently acts as the BEuropean Community’s rejected nmuinimum price system did by raising
the yuan-denominated prices of U.S. products and thus restricting the importation of those goods.

For these reasons, China’s extreme undervalﬁation of the yuan should be considered to be
a measure that restricts the importation of U.S. products into China and hence violative of Article
XI:1 of the GATT. |

5. Even If China’s Maintenance of An Undervalued Exchange-Rate

Regime Does Not Violate Other Provisions of the GATT, That
Behavior Nullifies or Impairs Benefits of the United States Within the

Meaning of Article XX¥1:1(b) of the GATT

a. Background
Article XXIII:1(b) of the GATT recognizes that benefits accruing to one Member State

from another Member State can be nullified or impaired by the latter’s actions even when those
“actions might not violate some other provision of the GATT. Put otherwise, a Member State’s
legitimate expectations of improved competitive opportunities can be unrealized even by

measures of another Member State that are consistent with the GATT as well as by measures that

1t Gee Panel Report, EEC — Programme of Minimum Import Prices, Licences {sic} and Surety
Deposits for Certain Processed Fruits and Vegetables, adopted Oct. 18, 1978, BISD 255/68, 99,

para. 4.9.
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are not consistent with the GATT.'” While this somewhat unusual remedy is to be approached
~ with caution and is exceptional,”® Article XXIII:1(b) dates from 1947 and is well-rooted in the
GATT’s jurisprudence. Claims of so-called non-violation nullification or impairment under
Article XXIII:1(b) historically have concermed circumstances in which GATT-consistent
~ domestic subsidization of a product has been introduced or modified following the grant of a
tariff concession on that product, but it is not inappropriate to apply Article XXIII:1(b)’s remedy
to other governmental actions.'
In essence, Article XXIII:1(b) reads that a claim may be made in dispute settlement
{1}f any Member State should consider that any benefit
accruing to it directly or indirectly under this Agreement is being
nullified or impaired or that the attainment of any objective of the
Agreement is being impeded as the result of . . . (b) the application
by another Member State of any measure, whether or not it
conflicts with the provisions of this Agreement . . . .
Thus, there are three main components that must be demonstrated for a cognizable claim under
Article XXTII:1(b): (1) application of a measure by a Member State; (2) a benefit accruing under
- the relevant agreement; and (3) nullification or impairment of the benefit as the result of the
application of the measure.'” More broadly, it is important to keep in mind that the inclusion of

- Article XXIIL:1(b) in the GATT reflects the GATT’s function of establishing conditions of

competition and the protection of trading opportunities for merchandise. The GATT involves

12 Appellate Body Report, European Communities — Measures Affecting Asbestos and Asbestos-
Containing Products (“EC — Asbestos™), WT/DS135/AB/R, adopted Apr. 5, 2001, para. 185
(citing EEC — Oilseeds, BISD 378/86, adopted Jan. 25, 1990, para. 144).
¥ EC — Asbestos, WT/DS135/AB/R, paras. 185 and 186 (citing Japan -- Film, WT/DS44/R,
adopted Apr. 22, 1998, para. 10.37).
1 I+ See Japan -- Film, WI/DS44/R, para. 10.38.

> See Japan -- Film, WT/DS44/R, para. 10.41. Further, Article 26. 1(a) of the WTO’s Dispute
Settlement Understanding (“DSU”) stipulates that the complama.nt Member State must present
“a detailed justification” in support of its position.

15



both a carefully negotiated balance of the interests of the Member States and a mutuality of
obligations and rights. To the extent that, with the passage of time, the underlyinig situation

might change or the benefits accorded any party might be impaired, the balance would be

- . destroyed. Along with the other sections of Article XXI]I,' therefore, the goal of Article

XXIII:1(b) is not retaliation and sanctions, but the restoration or the maintenance of the balance
of interests once established.®

b. China’s Maintenance of An Undervalued Exchange-Rate
Regime Vitiates the Obligations of China to the United States
and Thereby Has Disrupted the Carefully Negotiated Balance
of Interests Between the Two Countries

By maintaining an undervalued exchange rate for the yuan against the U.S. dollar, China
is undercutting its commitments to the United States and depriving the United States of the full
benefit of the bargain the two nations struck upon China’s accession t6 the WTO in December
2001.

Application of a measure by the Government of China - With reference to the elements
of a claim under Article XXII:1(b), China’s currency exchange regime is a measure applied by
~ China. As discussed elsewhere in this petition in greater detail, it is only by means of carefully
confrolled mechanisms and deliberately executed procedures and currency controls that the
Chinese government is able to maintain the yuan’s effective peg to the U.S. dollar. The

expansive language of Article XXIII:1(b) makes clear that these mechanisms, procedures, and

' See E. Petersmann, The GATT/WTO Dispute Settlement System 136, 144-45 (1997). .
Consistently within this framework, Article 26.1(b) of the DSU provides that when a claim is
upheld under Article XXJH:1(b) the Member State involved is not obliged to withdraw the
measure in question, but that in such a case the WTO panel and Appellate Body shall
recommend that that Member State make “a mutually satisfactory adjustment.”
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controls carried out by the Chinese government are a measure that the Government of China is

applying.'’

Benefit accruing to the United States under the GATT — Tt is evident from the

negotiations between China and the United States leading up to Clﬁna’s accession to the WTO
‘that both countries shared the purpose of improved market-access opportunities vis-a-vis each
other. Certainly the United States sought as much as possibie to open the Chinese market fo
exports from the United States, and China no less wanted to gail_l guaranteed market access that
derived from Permanent-Normal-Trade-Relations status. These interrelated objectives underlie
the balance of interests and the mutual obligations and rights that China and the United States
finally negotiated.

Permanent-Normal-Trade-Relations status as well as China’s huge and growing trade
surplus with the United States are the strongest possible testament that China has realized its goal
of aclueving guaranteed access for its goods to the U.S. market. On the other hand, U.S. exports
to China have not grown dramatically except in selected areas, such as the category of raw
materials, and thus the United States has not reaped the intended benefit of its bargain with
China and does not have the same sort of easy access for its goods to the Chinese market that
Chinese exporters have for their goods to the U.S. market.

In keeping with the requirements of Article XXIII:1(b),'® the United States’ legitimate

expectations were at the time of the negotiations and remain that in principle that China’s market

7 BC — Asbestos, WI/DS135/AB/R, para. 188 (the reference to “any measure” in Article
XXII:1(b) “. . . suggests that measures of all types may give rise to such a cause of action. The
text does not distingunish between, or exclude, certain types of measure.”).

18 See Japan -- Film, WI/DS44/R, para. 10.61 (for expectations of improved market-access
opportunities to be legitimate, they must take account of all measures of the party making the
concession that could reasonably have been anticipated at the time of concession).
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should be open to imports from the United States as the U.S. market should be open to imports
from China. This comparable balance does not mean that the United States has now or ever has |
had expectations of particular export volumes from the United States to China or vice versa, but
that the carefully negotiated obligations and rights with respect to China should facilitate a -
healthy, competitive relationship b’etwéen imported and domestic products for each coﬁ.ﬁtry.

This reasonable anticipation by the United States is grounded both in China’s concessions
during the negotiations generally and in China’s representations and comments during the
negotiations with regard to foreign exchange and payments more particularly, On the latter

. score, as the Working Party’s Report on the Accession of China describes, China’s
representative presented a picture of China as having already made considerable progress -- and’
as intently striving further - to “reform, rationalize and liberalize the forex market.””® China’s
representative also strgssed that “. . . since the unification of exchange rates on 1J anuary 1994,
‘China had adopted a single and managed floating exchange rate regime based on supply and

: demand.”?°

These remarks and other reassurances were forthcoming from China’s representative in
response to concerns expressed by some members of the Working Party about China’s use of
forex controls to regulate the level and composition of its trade in goods and services.?! Against

_ this background, the United States was justified in expecting from the negotiations that China

would pot resort to foreign-exchange controls so as to stifle China’s trade in imports and instead

would adjust its currency-exchange rates in the interests of fostering the mutually beneficial

' See Report of the Working Party on the Accession of China, WI/ACC/CHN/49, at para. 27
(Oct. 1,2001).
. 2 1d. at para. 31.

= Id. at para. 27.
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.conditi;)ns of competition and balance of interests E:nyisioned in China’s accession agreement.”?
To expect the United States to héve recognized at tﬁe time of the negotiations that China would
prove subsequently, despite its representations to the Working Party, to be so entrenched in
effectively pegging its currency to the U.S. dollar would not be fair or realistic. Especially as the
U.S. dollar generally has been depreciating in value generally, the United States could not
- reasonably have anticipated at the time of the negotiations that China’s self-described, “managed
floating exchange rate regime based on supply and demand”®* would be effectuated by China to
undervalue the ynan so extensively vis-a-vis the U.S. dollar.
Nullification or imgailmeni: of the benefit as the result of the application of the measure —
The evidence and economic data compiled in other sections of this petition document a trade
| imbalance of alarming and widening proportions at the considerable expense of the United States
and in favor of China. Likewise, there is little real disagreement that the yuan is undervalued;
only the extent of that undervaluation is disputed. The causal relationship between the
‘rundervalued yuan and China’s rapidly increasing trade surplus with the United States is manifest
from the basic workings of the U.S. dollar’s unnatural strength vis-d-vis the yuan due to the
Chinese government’s currency manipulation. The resulting competitive disadvantage for high-
priced U.S. exports to China thus meets the last prerequisife of Article XXIIT:1(b) in GATT
jurisprudence, that the relative competitive position of those U.S. products that would be

imported into China has been upset (nullified or impaired) to more than a de mimimis extent by

2 Although China’s currency was pegged to the U.S. dollar during China’s accession
negotiations, knowledge of a measure’s existence is not equivalent to understanding the impact
- of the measure in the future, and so, for example, a vague measure can be given substance
through enforcement policics that cither are not expected initially or are later significantly
changed. See Japan — Filn, WT/DS44/R, para. 10.80.

2 Report of the Working Party on the Accession of China, at para. 31.
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China’s unanticipated apphication of its currency-manipulation measure, whether by itself or in
combination with other measures.?*

For the foregoing reasons, China’s currency-exchange regime should be found to nullify
or impair benefits accruing to the United States and to impede attainment of objectives under the

GATT within the meaning of Article XXII:1(b).

24 See Japan - Film, WT/DS44/R, paras. 10.82-10.88. In this connection, it should be noted that
Article XXIII:1(b) does not require proof of intent by China to nullify or impair benefits of the
United States by its pegging of the yuan. Such intent may not be urrelevant, but need not be
shown. See id. at para. 10.87. '
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EXHIBIT 1



L CHINA AND ITS UNDERVALUED EXCHANGE-RATE POLICY PRESENT AN
- EXTREME, IF NOT UNIQUE, CASE OF CURRENCY UNDERVALUATION

Al Classification of Exchange-Rate Regimes

The International Monetary Fund (“IMF”) has been the recognized central institution of
the international monetary‘ system since its establishment as the result of the historic United
Nations conference at Bretton Woods, New Hampshire in 1944. The IMF formally came into
existence at the end of 1945 when the 29 original members signed its Articles of Agreement.
Both the United States and China were original signatories. The Articles of Agreement
established the IMF’s responsibilities, which remain the same today and center on promoting
four primary goals:

) the balanced expansion of world trade;

(2)  the stability of exchange rates;

(3) the avoidance of competitive currency devaluations; and,

(4)  the orderly correction of balance-of-payments problems.

The Bretton Woods conference put in place a system that intermediated payments
between countries by regulating the rates of exchange among members’ national currencies. The
so-called Bretton Woods system defined the relationship among members’ currencies using a
two-tiered structure: members’ currencies (except the U.S. dollar} were set at agreed-upon rates
vis-a-vis the U.S. dollar, while the U.S. dollar was valued in terms of gold. The agreed rates
between individual member currencies and the U.S. dollar were thus “pegged” subject to
adjustment as necessary to correct balance-of-payments problems as allowed by the IMF. Thus,
the Bretton Woods system initially was one of essentially fixed rates of exchange among

members’ currencies.



This system prevailed until 1971, when the United States suspended the convertibility of
its ‘cuﬁency- inte gold, including U.S. dollar reserves 'helc'l, by foreign governments. In the
aftermath of this fundamental shift, member countries were free to choose any form of exchange
- arrangement they desired, except the gold standard. Over ltime, an array of different exchange
arrangements developed as the IMF’s membership expanded to its current total of 184 countries,
which include essentially all of the United States’ trading partners. These arrangements are
diagrammed below, based on their relative degree of flexibility (lL.e., degree of monetary

autonomy) and interdependence with other members’ currencies.
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Source: Bubula, Andrea and Inci Otker-Robe {September 2002}, "The Evolution of Exchange Rate Regimes Since
1990: Evidence from De Facto Policies," International Monetary Fund, IMF Working Paper #02/155 at 14.

The thirteen specific classifications are categorized into three primary groups — hard

pegs, intermediate regimes and floating regimes. Hard pegs are considered the most rigid, as



. ﬁlembers employing such regimes tend to have the least degree of monetary autonomy.1 In
contrast, floating regimes are considered the most flexible, as the relative valueé of the national
currency are allowed to fluctuate vis-3-vis other currencies as market forces dictate. The
intermediate regimes are positioned somewhere in the middle, between the hard pegs and
floating regimes.

Although hard pegs and floating regimes lie at opposite ends of the spectrum, neither
| type of regime is completely “pure” in terms of its rigidity and flexibility, respectively, nor is
-either group completely free from governmental intervention. For example, the European
Monetary Union (“EMU”} is the foremost example of a “currency union,” which is a hard-peg
type of regime. The EMU’s members have abandoned their national currencies in favor of the
euro as the EMU’s separate legal tender. Although each national currency of the EMU countries
is fixed in value in relation to the euro, the euro can and does fluctuate frecly in value with
respect to the currencies of non-EMU countries. Conversely, floating-rate regimes are often
subject to management by utilizing governments and can be far from unfettered. Governments
may intervene in currency and other financial markets, seeking to limit the volatility in the
currency values on occasion, or even attempting to alter their relative values. Such management
can be direct in the case of “loosely managed floats,” which involve overt actions to alter relative
currency values, or it can be indirect in the case of “independent floats” when governments act
on an unofficial basis to alter relative currency values. The most common form of intervention

involves massive foreign-currency purchases and sales in the open market by central banks

! At the extreme, “formal dollarization” avoids the use of a separate national currency altogether
and substitutes the U.S. dollar as the recognized money in the country.



seeking to force the relative value of their currency higher or lower than prevailing market
values. -

Intermediate regimes fall in the middle of the spectrum between hard pegs and floating
regimes. Intermediate regimes themselves comprise a continuum of different measures to set,
limit and control the relative value of a given currency. Most of the opﬁoné with intermediate
Tegimes are considered “soft pegs™ in that they employ a targeted value for the national currency
relative to one or more chosen standard(s), but permit varying but limited degrees of fluctuation
around that targeted value.

The least flexible of the soft pegs are “conventional-fixed pegs,” which establish a set
value for a national currency to either a single foreign currency or a basket of two or fnore
currencies. Typically, a government uses the cwirency or currencies of its major trading or
financial partners in establishing conventional-fixed pegs. The peg is considered “fixed” based
on the relatively narrow range of fluctuation (generally + 1 percent or less) that is permitted
around the set or parity value. Fixed-peg regimes tend to require the greatest degree of
intervention and control by monetary authorities in order to maintain the relative value of the
cutrency close to its chosen parity level. “Horizontal bands” are very similar to fixed pegs, but
permit a greater range of fluctuation (+ 1 percent or more) around the targeted parity value.

“Crawling-peg” regimes employ an initial parity value, but involve periodic small
adjustments (higher or lower) that are either fixed in amount or automatic based on selected
financial indicators, such as relative inflation rates or targeted inflation rates. Finally, “crawling-
band” regimes permit both a normal range of fluctuation (x1 percent or more) around a selected
parity value, but also involve periodic small adjustments in the parity value that carry the bands

along with it. A distinguishing feature of the crawling-peg and crawling-band regimes is that



they attempt to reduce volatility while permitting the value of the currency to trend slowly in a
given direction and/or toward a desired target level. |

Prior to 1999, the IMF classified exchange-rate regimes based on the official notifications
by its members (“de jure” classification system). In essence, the regime reported to be in use by
each member formed the basis of its classification. Beginning in 1999,.,hnwel‘7ér, the IMF
approved a proposal to move to a “de facto” classification system that relies instead on its staff’s
judgments as fo the actual type of regime being employed by member counfries. These
judgments focus on each member’s commitment to a given exchange-rate path rather than solely
on the degree to which exchange rates are permitted to fluctuate and change:.2

Since shifting to a de facto classification system, the IMF has reported only a limited
number of instances in which its staff assessments have differed from the notifications reported
by members. It consequently appears that China likely was a precipitating factor in this
wholesale change from a de jure to a de facto classification system by the IMF. In 1987, China
had notified the IMF that it was employing a “managed-float” regime. In 1999, the year the new
de facto classification system was adopted, however, the IMF changed the classification for
China to a “conventional-fixed peg.” ﬂGiven the timing and prominence of China among the
countries affected by the IME’s change, it seems clear that China was a primary concern of the

M.

2 IMF, Exchange Arrangements and Foreign Exchange Markets, 2003 at 5.

3 See Attachment 1. The current listing of de facto/de jure divergences include: China, Iran,
Jordan, Lebanon, Macedonia, Maldives, Saudi Arabia, Sudan, Suriname, Turkmenistan, United
Arab Emirates, Zimbabwe, Costa Rica, Romania and Myanmar. By way of comparison, China’s
gross domestic product is estimated to be approaching U.S. $1.3 trillion, while that of Saudi
Arabia, the next largest counfry in the group after China, is estimated at less than U.S. $200
billion.



History has validated the IMF’s classification of China’s regime as a conventtonal-fixed
peg, given that the exchange rate between‘ the yuan and the U.S. dollar did not change until a
modest nominal revaluation of the yuan on July 21, 2005, and since then has changed very little
in real terms and remains eﬁ‘ectively a pegged exchange rate. Nevertheless, China has not
revised its notification to the IMF and thus has insisted on retaining its de jure classification as a
managed-float regime, .d'espite the growing length of time that its actions clearly have been

inconsistent with that nominal classification.

B. A]:_lpropriatenéss of a Given Exchange-Rate Regime

Despite an abundance of academic theory and debate on the matter, there are no
umiversally-accepted principles to suggest that any specific exchange-rate regime is necessarily
better than another regime. Viewed in the abstract, there are many regime. options -- and
numerous variations on those options that borrow from each extreme in varying aspects and
degrees - from which a country can choose. Given that all of the available options are then
analyzed and adopted by a multitude of countries with unique sets of economic and financial
characteristics that change over time, absolute conclusions as to the appropriateness of one
regime over another are fragile at best.

The most defensible position is that no single regime is likely better than any other under
all circumstances and/or for all countries. Moreover, history has shown that a particular regime
that has served a given country well for a certain period of time might not continue to do so
when circumstances change. The decision of what exchange-rate regime to select at a given time
is difficult at best and has important and far-reaching implications for the subject country’s
economjlc stability. Moreover, as economic a:t-ld'ﬁnancial integration continues to expand
globally, one country’s choice of exchange regime increasingly affects its trade and financial

partners’ economic stability as well.



The lack of permanent, optimal solutions reflects both the expansion of global integration

économicaily and financially and the fact that each option has characteristic advantages and
disadvantages that come into play as market and economic conditions change. These trade-offs
.are best illustrated by contrasting the two exfremes of the regime groupings available -- hard

pegs (e.g., currency unions) and floating regimes, as summarized below.*

| Regime Type Advantages/Strengths Disadvantages/Weaknesses
Hard peg (eg., currency| » credible monetary policy * reduced monetary
-union) ' anchor (greater anti- antonomy and discretion
' inflation bias) « very limited ability to
* reduced exchange rate risk respond to shocks
* neutralizing of » greater susceptibility to
competitive changes speculative attacks
Floating regime (e.g., | = greater monetary « greater volatility and
independent or pure float) autonomy and discretion exchange-rate risk
' » greater ability to respond « greater inflationary bias
to shocks

« Central Bank retains
lender-of-last resort cap-
ability

* less susceptibility to spec-
ulative attack '

By focusing on the two extremes, it is evident that the weaknesses of one regime
generally constitute the strengths of the other, and vice-versa. As exchange-rate regimes become
more flexible, countries gain greater monetary independence but become more vulnerable to
| exchange-rate volatility. ' Similarly, as regimes become more rigid, countries achieve greater
exchange-rate stability but lose monetary discretion. The intermediate regimes have a hybrid of
these advantages and disadvantages, to a degree that depends upon the nature of the particular

intermediate regime employed.

4 Frankel, Jeffrey A. (September 1999), “No Single Currency Regime is Right for All Countries
or at All Times,” National Bureau of Economic Research, Working Paper #7338 at 9.




The continuum and trade-offs involved across the different regimes arer clegantly
illustrated by the principle of the “impossible trinity,” below.” This principle derives from the
notion that countries’ international monetary policies seek to attain three basic goals (shown in
circles): (1) monetary discretion and independence; (2) exchange-rate stability; and 3) financial
market integration. The impossible-trinity principle holds that only two of these three policy

goals can be pursued at any time, meaning that one of the goals must be abandoned.

" - i. Thelmpessible Trinity

< | Wanatary wrn

The two currency-regime extremes are shown in the squares at the bottom corners of the
triangle — “pure float” and “monetary union.” At each of these cofners, the adjoining legs of the
triangle illustrate the policy goals that can be achieved by that regime option. Thus, the “pure-
float” regime (most flexible) can achieve both monetary independence and full financial
Integration, but not exchange-rate stabiiity. Similarly, the “monetary-union” regime (least
flexible) can achieve exchange-rate stability and full financial integration, but not monetary

independence. Intermediate regimes lie somewhere in the interior of the triangle, depending on

> Frankel at 7-9.




their relative flexibility and the degree of corollary capital controls employed. At their extreme,
intermediate regimes that employ full éapital controls lie at the apex of the triangle, whefe
monetary independence and exchange-rate stability can be achieved, but at the expense of
financial integration.

While these are theoretical concepts, the cases of the United States and China represent
nearly perfect paradigms of two of the triangle’s three extremes — a pure float and full capital
controls, respectively. The radical differences in the regimes employed by each country stand in
stark contrast to the close ties that otherwise have been forged between their economies and
currencies by virtue of China’s effective peg to the dollar. Although theory cannot resolve
finally the debate whether such a peg is appropriate, it does suggest the potential for great
distortions and pressures, as manifest in the clearly imbalanced trade and financial flows between
the two countries. For now, these imbalances have turned the trading relationship in China’s
favor and are undermining the diversification benefits of global integration. If left unaddressed,
however, history has proven that such distortions and imbalances will only intensify, raising the

specter of greater volatility, crisis and, in the extreme, contagion.

C. Empirical Evidence on Exchange-Rate Regimes

Althdugh academic theory may provide few absolute answers regarding optimal
exchange-rate regimes, there can be little debate about current and historical experience. Rather
than speculate regarding an optimal regime, the analysis in this section investigates three simple
issues — the regimes that countries are using now, how the use of the various regimes has
changed over time, and the recent experience of other countries that use the conventional fixed-

peg regime that China effectively employs.



1. Country Composition for Each Exchange-Regime Type

A complete listing of the IMF signatories categorized by regime type, using the de facto
classification system, is attached at Attachment 1.

As noted previously, China’s regime is classified as a “conventional-fixed peg” and
effectively remains such in real terms. Thirty other countries peg their currencies against a
single currency, as China effectively does.® See Table 1 and Chart 1. As shown, most of these
countries are very small, generally lesser-developed, and have insignificant trade flows with the
United States. China is a clear exception, accounting for nearly 70-percent of all U.S. trade
among these countriecs. Malaysia is a distant second with a 14-percent sﬁare. As shown, only a
handful of these counfries’ data are even visible on the scale needed to accommodate China’s
data.

While a total of 31 countries peg their currencies to a single .foreign currency, ten other
countries peg their currencies to a composite or basket of currencies.” See Table 2 and Chart 2.
Once again, the “basket-peg” countries are very small, generally lesser-developed, have
insignificant trade flows with the United States, and are all dwarfed by China. As shown, only
Kuwait’s data are even visible on the scale needed to accommodate China’s data. While many
analysts and observers seem to agree that a basket-based peg for the yvan would tend to avoid
some of the evident weaknesses in its effective peg to the U.S. dollar, a review of the countries

employing this regime does not provide very strong support for this option per se.

® The countries that peg to the U.S. dollar fall loosely into two groupings. The first comprises
countries whose economies are relatively small and heavily dependent on the United States for a
large portion of their otherwise limited overall trade. The second comprises countries whose
exports are dominated by international commodities traded in U.S. dollars, such as oil producers,
and who gain considerable stability by pegging to the U.S. dollar. China fails to fit in cither of
these groupings.

7 A so-called “basket-peg” regime has been mentioned frequently as an initial option for China to
consider as an alternative to its fixed peg to the U.S. dollar.
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Given China’s rapid emergence as an international trading powerhouse, it is instructive to
view China alongside the United States’ other major trading partners, rather than by the
currency-regime type. See Table 3 and Chart 3. As shown, China has quickly become the
United States’ fourth largest trading partner in terms of overall trade volume (and third largest
among individual countries). Moreover, having now overtaken both Japan and Mexico, China
trails only Canada among individual nations exporting to the United States. Clearly, Chart 3
shows that China’s volume of trade is much more consistent with the United States’ major
~ trading partners, which stands in stark contrast to Cbina’s corresponding comparability with
other fixed-peg countries, as shown in Charts 1 and 2. Nevertheless, among the United States’
major trading partners, China stands alone as the only one without a floating regime vis-a-vis the
U.S. dollar.?

Finally, Chart 4 illustrates the issues from the broadest perspective. The chart shows the
full range of currency regimes along the bottom axis, organized according to their typical
classification and degree of restrictiveness. For each regime type, selected countries are shown,
providing an overview of which countries are using each regime. The placement of each country
along the vertical axis is dependent upon its volume of trade with the United States.

The graph clearly illustrates the point that below a certain level of total trade with the
United States (i.e., U.S. $30 billion), there is considerable diversity in the currency regimes
employed by U.S. trade partners, with each regime well-represented except monetary unions.

The corollary point is that above U.S. $50 billion in total trade with the United States, floating

. ® As discussed earlier, although the European Union’s regime is classified as a hard peg, the euro
floats freely against the dollar, so from the perspective of the United States, the EU’s regime
effectively acts as a true floating regime. In contrast, the yuan has remained effectively fixed
against the U.S. dollar since the revaluation on July 21, 2005. '
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regimes become far more dominant among the trading partners. Again, the sole exceptions are
the European Union, which, as noted previously, employs a monetary union that otherwise
freely floats against the U.S. dollar, and China, which holds firm to its effective-pegging

arrangement alongside comparatively minor economies and trading partners.

2. Recent Trends in Relative Use of Exchange-Regime Tm'es

-Since 1990, there has been an unmistakable shift away from intermediate regimes,
especially among developed countries, but also within the group of emerging-market countries in
which China is classified. Most of the shift has been toward floating regimes (especially among
emerging-market countries) and, to a lesser extent, hard pegs (driven almost entirely by the
EMU). See Table 4 and Charts SA through SC.

Among developed countries, which include the United States and most of its major
- trading partners except China and Mexico, the use of intermediate regimes disappeared
cormnpletely during the 1990-2001 timeframe. As shown in Chart 5A, the majority of the shift
away from intermediate regimes was toward hard pegs, due entirely to the implementation of the
EMU in the time period, although the employment of floating regimes still increased
significantly among developed couniries.

Among emerging-market countries, which include China, Mexico, Korea and Brazil, the
employment of intermediate regimes has fallen dramatically. While more than 80 percent of the
emerging-market countries employed intermediate regimes in 1995, the proportion dropped to
just 34 percent by 2001. As shown in Chart 5B, most of the shift was toward floating regimes,
although the use of hard pegs also increased steadily over the period.

Among all member countries, the trend is even clearer — a steady shift away from
intermediate regimes and toward floating regimes. Employment of hard pegs increased notably

in 2001, due to the implementation of the EMU, but otherwise has remained stable. While the

12



implications of Chart 5C are clear in terms of highlighting t“rends in the IMF members’ thinking
and, more importantly, Fheir actions about exchange-rate regimes, the chart still understates the
=‘case._

The IMF membership in the period reviewed comprised more than 180 countries, which
include all of the United States’ major trading partners. As discussed in the previous section on
the country composition of each regime type, however, there are a large number of very small
countries employing intermediate regimes. Consequently, analyses of overall data on IMF

~membership often give the misimpression of widespread use of intermediate regimes. According
to Chart 5C, even after the steady decline over the period, intermediate regimes appear to remain
the most widely employed among all IMF members. It is important to keep in mind, however,
..that this apparent measure of “popularity” is simply the percentage of all countries that use those
_regimes, with each country weighted equally. In other words, the United States’ use of a floating
regime is given equal weight with, for example, Bhutan’s use of a fixed-peg regime. If the charts
were weighted instead by trade volume, the use of intermediate regimes would be far less
significant on a percentage basis.

The foregoing makes clear that there has been a broad and continuing trend away from
intermediate regimes toward floating regimes. As discussed, while there was a limited
movement toward hard pegs in the period analyzed, that shift was driven essentially by the
European Union’s achievement of its long-standing goal of forming a common economic area
and monetary union. Nearly all other exits from intermediate regimes have been toward floating
regimes. The driving force behind this trend can be linked rather strongly to the fact that
intermediate regimes have been implicated or involved in nearly every major currency crisis in

the last decade. Whether intermediate regimes cause crises, or are even necessarily prone to
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crises vis-3-vis other regimes is as controversial an issue as the selection of an appropriate
regime in the first place. Once again, rather than engage in an indeterminate théorétical debate,
it is helpful to look at the indisputable facts instead.

First, no floating reﬁmes have been implicated or involved in any of the crises. Second,
while it can be said that conventional fixed-peg regimes were not directly involved in any of the
crises, it is important to keep in mind the previous point that the countries using this regime are
generally quite small, with negligible ability even to cause a full-fledged crisis.” Nevertheless, it
is noteworthy that Thailand, a relatively small economy that formerly employed a basket peg, is
widely believed to have precipitated the Asian crisis in 1997. Finally, none of the countries that
experienced a crisis maintained or exited to an intermediate regime after the crisis, with the sole
.cxc_eption of Malaysia.

Consequently, the countries employing intermediate regimes at the current time are
dominated by the following countries, in declining order of importance:

(D China, whose balance-of-payments imbalances and related distortions are already
manifest;

(2)  Malaysia, which previously proved vulnerable to contagion in the Asian crisis;

(3)  Saudi Arabia, whose economy is exceedingly dependent on energy prices and
subject to tight government controls.
Clearly, hard pegs have not been immune from problems and pressures, but their recent

track record is certainly stronger than that for intermediate regimes. Moreover, while floating

- ® Some economists argue that the 1994 unification and realignment of exchange rates by China

changed the terms of trade within Asia and were one of the factors, and perhaps the principal
factor, contributing to the Asian financial crisis in the latter 1990s.
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regimes have been subject to unacceptable or objectionable bouts of volatility at times, they have
not led to any full-fledged crises. Once again, the most defensible position likely is an agnostic
‘one — 1.e., none of the regimes by itself caused or prevented a crisis. Instead, the position that
seems least disputable is that, by their very nature, intermediate regimes tend to require far more
governmental intervention than the other regime groups. Thus, the intermediate regimes’
apparent vulnerabilities most likely stem from the misguided actions of the governmental
authorities who act too soon or too late, too frequently or infrequently, excessively or
.inappropriately, etc. Simply put, the intermediate regimes tend to suffer from the dual weakness
of giving relatively wide latitude to governmental discretion at the same time they require the
exercise of such discretion in order to function properly.

As discussed next, China’s checkered history of intervention and manipulation of its
foreign currency markets do nbt bode well against this backdrop. From a structural standpoint,
China stands alone in its continned use of intermediate regimes given its size and integration into
the global economy. Meanwhile, its employment of an intermediate regime requires the
government’s active command and control of the exchange markets in order to manage the
competing pressures of supply and demand that would otherwise yield a different price result
than the one the government wants. In effect, China purports to shield its vulnerable financial
markets until they can develop enough to withstand the rigors of more open-market competition.
The question that remains is whether the Chinese government’s shield is promoting or thwarting
that development, and whether, in the case of the former, the governmegt can keep all the balls in

the air while the rest of the world waits.
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D. China’s 'Foreign-Exchange Regjme
1. Introduction

While China has modified its foreign-exchange system in certain respects over the last 25
years, and particularly in the last 12 years, its system with limited exceptions has been and very
much still is characterized by significant and wide-ranging (if not complete) control, intervention
and manipulation by the central government, as well as a nearly complete absence of market- -
driven forces and disciplines. Even after 25 years of adjustments by China, significant structural
imbalances and distortions remain firmly embedded in the market and show few signs of abating.

Historically, China has borme much of the brunt of the inefficiencies and volatility that
stemmed from such pervasive and often misguided governmental involvement in its economy
and markets. The more extensive foreign-exchange amendments that were undertaken by China
beginning in 1994, while marginally reducing the distortions produced by the system, have been
far more effective in shifting those burdens beyond China’s borders. As China’s trade and
integration with the global economy have accelerated in the last five years, the migration of those
burdens likewise has accelerated. With the yuan effectively pegged to the U.S. dollar, the United
States has been a primary casualty of this transfer. China either must undertake the reforms
needed to significantly reduce these burdens overall, or the United States will have to take
measures to force China to bear more of the burdens China has created and refuses to
meaningfully address.

2. Historical Perspective

Even a cursory and limited review of the development of China’s foreign-exchange
system prior to 1994 is a complex and expansive undertaking given the nearly complete degree
of control exercised over the system by China’s central government and monetary authorities.

The extent and persistence of this intervention produced a seemingly endless cycle of distortions
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and imbalances, followed by continuous policy shifts marked by alternating phases of
restrictiveness and modest liberalization. Rather than recount these myriad developments in
 detail, the summary provided below is intended to highlight the ﬁmdame.ntal characteristics of
China’s pre-1994 system and the government’s general policy objectives, most of which
continue to the present.'®

. Intentional and persistent currency misvaluation, whether overvaluation of the
yuan to subsidize imports of capital goods or undervaluation of the yuan to slow
rapid import growth and/or promote export growth.

. Strict énd direct control over the price {value) of foreign exchange ﬁs well as the
supply and demapd of foreign exchange.

. Significant divergences between the controlled official exchange-rates of the yuan
and more market-based rates, whether legal (i.e., authorized swap or settlement
markets) or illegal (i.e., black market).

. The divergences between official exchange-rates of the yuan and less-controfled
rates repeatedly spawned a host of supply/demand imbalances and other
distortions that the Chinese government either attempted to regulate out of
existence or absorb on its own, rather than address their root causes.

Taken in their entirety, China’s command and control of the exchange market and of the

broader economic and financial system can be described as haphazard, biased, inadequate,

19 See Guijun, Lin and Ronald M. Schramm. May 2003. “China’s Foreign Exchange Policies
Since 1979: A Review of Developments and an Assessment.” University of International
Business and Economics, Beijing. Shen, Jian-Guang. Undated. “China’s Exchange-rate System
after WTO Accession: Some Considerations.” Bank of Finland, Institute for Economies in
Transition. Waldman, Cliff. February 11, 2004. “The Battle Over the Yuan: The Perspective of
China’s Self Interest.” Manufacturers Alliance/MAPI Economic Report.
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excessive, -and unwarranted. With prices, supply and demand so tightly controlled throughout
the economy, it is not surprising that the Chinese government’s policy and regulatory actions
with respect to foreign exchange priorrto 1994 consistently produced unintended consequences.
- In the final analysis, China’s continuing intervention prevented any sustainable equilibrium from
developing. Consequently, the economic and financial system often exhibited tremendous
volatility, notwithstanding the Chinese govemﬁient’s stated goal of promoting stability as
justification for its interfefence.

3. Current Perspective

In 1994, China made a major effort to address the persistent problems and imbalances in
“its foreign-exchange system. Three major changes were implemented.

(1)  The swap market was abolished and replaced by a national market."’

(2)  The dual-rate system was abolished, and the official and former swap rates were

- unified at an initial level of 8.70 ynan/U.S. dollar.

. S

' In 1981, the official controlled exchange-rate of 1.54 yuan/U.S. dollar appeared significantly
overvalued and was causing China’s export sector to be deeply unprofitable. Rather than
continue to directly subsidize the export sector’s losses, the Chinese government decided to
implement a dual-rate regime by adding a secondary rate (known as the Internal Settlement Rate
or “ISR”). This rate was substantially devalued vis-a-vis the prevailing official rate (2.80
yuan/U.S. dollar) and was restricted to use in foreign trade-related transactions only.

In 1984, China abolished the ISR in response to pressure by the IMF and other criticism
of the dual-rate system. At this time, China reinstated direct subsidies to the export sector to
offset its exchange-related losses. The government also relaxed its foreign-exchange retention
scheme, which permitted exporters to retain a portion of their foreign-exchange earnings that

" previously were required to be surrendered in full to China’s state-owned banks. With exporters
permitted to hold foreign currency within the domestic economy, a swap market developed to
facilitate currency exchanges for exporters (as well as foreign firms operating in China that were
exempt from the surrender requirements in the first place). As the swap market developed, its
exchange-rate diverged from the official rate, leading to the reemergence of a dual-rate system.
Both the swap-market and the dual-rate system were abolished in the 1994 reforms.
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3) The foreign-exchange retention scheme was abolished, and domestic enterprises

were once again required to surrender all of their export earnings to the Chinese government via

-designated foreign-exchange banks. Purchases of foreign exchange remained subject to prior
approval and settlement at the prevailing “market rate” effectively set by the central bank.'

These reforms have had very significant implications for China going forward and set the
stage for much of its current market structure. By unifying the official and swap-market rates
under a single interbank rate, the Chinese government took a potentially iroportant step toward
.actually implementing a true, “managed-float” regime that it had notified the IMF was in place
some seven years earlier in 1987.

In practice, however, the interbank market never floated to any significant degree and
remained dominated by the government.> In the 15 years prior to the 1994 reforms, China
engaged in ongoing battles with market forces over the exchange value of the yuan. In an effort
to prevent these divergences from appearing ag_ain in the new interbank market, the government
imposed very narrow bands (+ 0.3 percent) on the reference exchange-rate published by the
central banking authority (i.e., the State Administration‘ of Foreign Exchange or “SAFE”).

The very limited degree of exchange-rate fluctuations in the interbank market hampered
its development. With the interbank rate unable to adjust adequately to market conditions, the

‘Chinese government dominated the market, accounting for 70 percent of the total sales of foreign

2 Since 1994, the Chinese govemment has amended the foreign-exchange surrender and
retention requirements by changing their applicable rates and limits, as well as the extent to
which domestic and foreign enterprises are subject to such requirements.

1 The Chinese government exerted control over the foreign-exchange market through two state-
controlled banks — the Bank of China (“BOC”) and the People’s Bank of China (“PBC”). In the
1979 reforms, the government established the State Administration of Foreign Exchange
(“SAFE”) as part of the BOC and assigned it a primary role in the market. In 1982, SAFE was
transferred to the control of the PBC, which subsequently assumed a primary role in the foreign-
exchange market.
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exchange and 60 to 70 percent of the total purchases of foreign exchange. The government’s
continuing dominant role was necessitated by its refusal to allow the interbank exchange-rate to
adjust adequately, as well as its tight controls over foreign-exchange holdings in the domestic
economy, which were still mandatorily required, in large part, to be surrendered to the state-
- owned banks. In addition, the state-designated foreign-exchange banks were subject to strict
quotas that limited their holdings of foreign exchange. Beyond these quotas, foreign exchange
had to be surrendered to SAFE. The resulting imbalances in the market, in the form of excess
supply of foreign exchange, forced the PBC (via SAFE) to step in as the market’s primary buyer,
setting the stage for a long upward climb in China’s foreign reserve héldings.

Within two years by 1996, China’s reserves had tripled from U.S. $26 billion to U.S. $78
billion. Despite the government’s _con_tinuing intervention against the ynan in the market, the
interbank rate still managed to appreciate from its initial level of 8.70 yuan/U.S. dollar in January
1994 to approximately 8.30 yuan/U.S. dollar at the end of 1995. From that point in time
for_ward, including since the modest revaluation of 2.1 percent of the yuan on July 21, 2005,
China effectively fixed the exchange-rate as it remains today. By April 1999, as commented
earlier, the IMF formally recognized that China’s foreign-exchange regime was not, in fact, a

managed float as China had reported, and reclassified it as a conventional pegged arrangement.

4. The Mechanics of China’s Effectively Pegged Regime

China’s effectively pegged regime requires an expansive role in the market by the
government, because it alone is in a position to manage the resulting supply and demand
imbalances that stem from China’s decision to maintain the fixed price of the yuan. From a
broad perspective, therefore, the Chinese government must be prepared to exercise two basic

policy options, as follows:
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(nH Supply-side controls: to keep the exchange rate from appreciating, the
government must purchase any excess supply of foreign exchange; alternately, or in addition, the
government can attempt to reduce an excess supply of foreign exchange (or increase the demand
for foreign exchange) through regulation.

2) Demand-side controls: to keep the exchange rate from depreciating, thf:
‘government must sell foreign exchange to meet any excess demand; alt'ernatéiy, or in addition,
the government can attempt to reduce an excess demand for foreign exchange {(or increase the

supply of foreign exchange) through regulation.

a. Supply-Side Controls

The primary authorized components of China’s foreign-exchange supply are limited to
foreign-exchange export revenues, the repatriation of profits eammed by Chinese firms abroad,
and foreign direct investment inflows. For the most part, two other typically impolrtant sources --
borrowing abroad and foreign portfolic investment (e.g., purchases of Chinese bonds and
securities by foreigners) -- are strictly limited if not prohibited by the government and are,
therefore, not significant factors in the Chinese economy.
As Chinese exports and foreign direct investment inflows increase, as they have since
1694 (and particularly since the Asian currency crisis), China’s supply of foreign exchange
likewise has increased. Given the Chinese government’s goal of promoting exports and inward
investment, it does not want to discourage that supply. In the absence of a market-clearing price
mechanism due fo the fixed exchange-rate, the government is forced either to permit more
demand for foreign exchange within its economy (which runs counter to its efforts to control the
value of the yuan) or to create that demand by virtue of its own intervention in the market as the

primary buyer of foreign exchange.
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China has tended to favor the latter strategy, which does not conflict with the
. government’s application and maintenance of strict controls. Consequently, the rapid increase in
foreign-exchange export revenues and foreign direct investment inflows in the face of continuing
strict controls on foreign-exchange holdings has forced the government to purchase ever-
increasing surpluses of foreign exchange. While this strategy may have the advantage of
maintaining a certain control for the government, this approach is conducive to risks and severe
distortions. When the Chinese government purchases foreign exchange, it does so by-lirihting
money and increasing the supply of yuan in the domestic economy, while its holdings of foreign
exchange reserves increase. Rapid and sustained increases in the money supply, however, tend _
to promote excessive domestic demand and investment, which have occurred in recent years.
* These developments, in turn, lead to the inefficient allocation of resources and increased
inflationary pressures throughout China’s economy.

As has been the historical pattern, the government’s interference with market disciplines
first causes problems; subsequent measures merely shift the incidence of the problems or defer
their impact. Normally, an overheating economy and inflationary pressures would put upward
pressure on inferest rates, which, if permitted to rise, would tend to slow the domestic economy
and induce some of the excess money supply to flow out of the country. Interest rates (and
credit), however, are government-controlled and unresponsive to market forces, while capital
outflows are similarly constrained. The Chinese government accordingly must resort to a host of
weaker, secondary measures that attempt to offset the distortions and imbalances caused by its
intervention. In general, these secondary measures are all limited in effect or duration and often

are counter to other policy goals of the government.
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(1)  The cenfral bank has conducted increasingly extensive open-market operations to
“sterilize” the increase in the supply of yuan — the govemment can temporarily reduce the
-growth in the money supply by selling debt into (i.e., borrowing from) the domestic economy. In
essence, the government trades governmental debt securities for the excess supply of yuan it
previously created in its foreign-exchange operations. While sterilization effectively removes
yuan from the economy, it causes other adverse effects by putting upward pressure on interest
-rates, “crowding out” other borrowers and increasing fiscal pressure on the government. In
addition, because the borrowings W111 eventually mature or be repaid, the effects on the money
supply are only temporary. S

(2)  The Chinese government has allowed a greater volume of foreign exchange to be
beld within the domestic economy (in lieu of forcing total conversions to yuan) by relaxing
“surrender requirements and permitting domestic firms to maintain limited foreign-exchange
accounts. While this liberalization tended to undermine its control over the foreign-exchange
market, the government appears more willing to take that risk as ever-building pressures begin to
dilute the impact of its more direct policy options.
| (3)  China has reduced the supply of yuan by directly withdrawing loans and lending
credits previously made to support the banking sector or ﬁn_ance special projects. In addition, in
‘an effort to restrain lending growth, the government recently increased banking reserve
requirements, which effectively force the banking sector to hold more yuan, thereby reducing the
supply of yuan in the domestic economy.

In summary, China’s supply-side controls work first by limiting foreign-exchange
holdings in the economy and then by the government’s absorption of the foreign-exchange

surpluses that these controls create. In effect, the Chinese government’s policies have
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transformed thé “market” into a crab pot of sorts, allowing foreign exchange to flow freely into
the country, but severely restricting its flow in and back out of the country. Foreign exchange
-thus amasses as increased reserve holdings, which effectively represent deferred or future
demand for yvan. When seen from this perspective, it is clear that China maintains a conscious
policy goal of artificially shifting current demand for yuan into the future in order to prevent the
yuan from appreciating now, as market forces would dictate.
| The Chinese govlermnent’s supply-side manipulations, therefore, are most directly
~evident in its surging foreign-exchange reserve holdings. The rapid increase and level of these
reserves cleéu‘ly suggest that China’s balance-of-payments is otherwise increasingly imbalanced
and that more and more demand for yuan is being deferred into the future.

b. Demand-Side Controls

The Chinese government likewise has employed an array of measures designed to sharply
restrict and control the demand for foreign exchange. In order to maintain conirol over the price
or value of the yuan, China must maintain very strict controls over foreign-exchange holdings
(i.e., demand) within the Chinese economy, because increased holdings of foreign exchange
complicate China’s efforts to control the price of the yuan. Given the strict controls or outright
prohibitions on capital outflows, the demand for foreign exchange within the Chinese economy
is limited principally to purchasing imports and making payments on foreign debt.

On December 1, 1996, China accepted the obligations of Article VIII of the IMF’s
Articles of Agreement. As a result, China substantially liberalized current account convertibility
covering payment for goods and servilces, as well as the repatriation of profits from foreign
companies operating in China. While this action was a significant improvement from China’s
previous policies, restrictive elements remain. For instance, foreign companies are still required

to surrender their foreign-exchange earnings above certain limits, while domestic firms remain
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barred from retaining their foreign-exchange earnings altogether, with the exception of a partial
exemption for several large, state-owned enterprises. Purchases of foreign exchange by private
-individuals and households remain subject to restrictions.

Ironically, the maintenance of strict controls on capital-account transactions, at the same
time current-account transactions were liberalized, has forced China to subject current-account
transactions to new regulations and closer scrutiny in order to prevent unauthorized capital
outflows through the current account.

| China maintains a labyrinthian array of restrictions on capital-account transactions and
has generally confined its liberalization to facilitating inflows of foreign direct investment.
‘Nearly every other aspect of operations in China’s capital account is subject to advance approval,
licensing or certification, explicit limits, conditional requirements or oufright prohibitions. A
- summary of these controls is contained in Attachment 2.

China has attempted to justify these restrictions on a number of grounds, but none is
consistent with China’s commitments to the World Trade Organization (“WTO”).
Paradoxically, China’s two primary justifications for maintaining the strict controls on the capital
account are (1) fear of rapid and destabilizing capital inflows and (2) fear of rapid and

- destabilizing capital outflows.

With regard to inflows, China fears that liberalization could lead to significant capital
inflows from foreign investors seeking to speculate in its financial markets, particularly as to a
higher revaluation of the yuan. Moreover, that influx of portfolio investment and liquidity from
foreigners into the financial system might induce Chinese Banks to increase their lending or lend

less prudently and further destabilize the already weak banking sector.
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With-fegard to outflows, China fears that liberalization could lead to wholesale capital
flight by Chinese savers and investors seeking either to diversify their holdings or reduce their
exposure to credit risks in the weak Chinese financial system. Rapid and substantial withdrawals
from the bankiﬁg system would not only put downward pressure on the value of the yuan, but
- also would cause a potential liquidity crisis or collapse in the banking sector.

In summary, China’s demand-side controls essentially are preemptive in nature by
limiting the opportunities of its citizens and companies to need, use or invest foreign exchange.
Despite achieving current-account convertibility, China retains direct ceilings on permitted
foreign-exchange holdings, as well as an array of indirect measures used to verify, link and
otherwise control foreign-exchange holdings. While China justifies these measures as a
necessary shield for its underdeveloped internal financial system, there seems littl¢ doubt that
these measures have contributed to the vulnerability of the system and potentially pose its
greatest threat. As the evidence has shown, the Chinese government’s long and extensive history
of intervention has yielded few apparent benefits; rather, governmental policies have been
chafacterized by the creation of distortions that subsequently are redressed through further-
distorting measures. Ultimately, this perilous circle can achieve little of permanence except a
misallocation of resources.

5. Balance-of-Payments Implications

a. Generalized Distortions

China’s capital controls constitute strong and expansive policy tools that are
indispensable to the Chinese govemment’s ability to suppress market forces and keep the
exchange rate effectively fixed in the face of a significant excess supply of U.S. dollars (or

excess demand for yuan). Moreover, these controls reflect merely another instance of one
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distortion (an effectively fixed and undervalued exchange rate) begetting another (capital
confrols) in China’s increasingly paradoxical battle against market forces.

Moreover, as the Chinese government has liberalized current-account transactions, it has
bad to become even more vigilant in controlling not only the capital account, but also capital
flows being disguised through the current account. Thus, besides being partial, China’s
liberalization efforts frequently tend to produce administrative difficulties that significantly
undermine their limited benefits in the first place.

As shown in the matrix in Attachment 2 and discussed earlier, the Chinese government’s
interference in capital-account transactions is so extensive that there is a fundamental uncertainty
in the market whether substantial capital inflows or substantial capital outflows would result if
normal market forces were permitted rather than systematically thwarted by China. In fact,
China has so subjugated normal market forces that equilibrivm and future values are all but
unknown to investors and borrowers, who instead are guided, quite logically in the short-run, by
the time-proven expectation of a continuation of the status quo. Thus, the market operates in a
- vacuum created and controlled by the Chinese government, undeterred by the growing
imbalances and pressures that clearly point to a different outcome, but for the government’s

interference.

b. Exchange-Rate Effects

When the United States’ balance-of-payments position is discussed, it often is noted that
the large current-account deficit must, by definition, be offset by a comparable capital-account
surplus (assuming official reserves remain unchanged). Underlying this principle is the national-
account identity stating that if the United States spends (i.e., consumption plus investment) more

than it earns (i.¢., consumption plus savings), the excess spending is equal to the current-account
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“deficit. The current-account deficit, in turn, can also be expressed as a function of the excess of
U.S. imports over U.S. expdrts.

As a result of the current-account deficit, therefore, the United States must borrow funds
to pay for its excessive investment (i.e., its spending is too high) or to offset its inadequate
savings (ie., its earnings are too _iow). This borrowing constitutes a capital—accdunt inflow,
which Ieads to an overall capital-account surplus that offsets the corresponding current-account
deficit.

The United States’ balance-of-payments is considered to be in balance because the
current-account deficit is, in fact, offset by the capital-account surplus. - From a currency
perspective, the current-account deficit produces an excess supply of U.S. dollars (from U.S.
purchasers) that would, by itself, tend to cause the value of the U.S. dollar to decrease. The
capital-account surplus, however, produces an offsetting excess demand for U.S. dollars (from
foreign lenders secking to lend in the Umited States). When the current-account deficit is
balanced by the capital-account surplus, the excess demand for U.S. dollars (by foreign lenders)
is met by the excess supply of U.S. dollars (from U.S. purchasers), thereby mitigating any
pressure on the value of the U.S. dollar to either appreciate or depreciate.

In China’s case, however, both its current and capital accounts are significantly in
surplus. This means that China not only earns (i.e. consumption plus savings) more than it
spends (i.e., consumption plus investment), but also is a net borrower rather than a net lender to

the rest of the world."* This situation is due to China’s capital-outflow controls, which sharply

' Given its current-account surplus, China typically would be expected to be a net lender in its
capital account.
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limit and reduce the opportunities for Chinese entities to lend or invest abroad.'® With its current
and capital accounts both in surplus (rather than in offsetting balance), China’s foreign-exchange
Teserves must increase by the amount of the combined surpluses in the current and capital
accounts.

From a currency perspective, the current-account surplus means that China exports more
than it imports, which in turn means that China earns more foreign exchange through its exports
than it spends on its imports @, excess foreign exchange). Similarly, the capital-account

.surplus means that China is receiving more foreign investment than it is making in foreign
markets, which in turn means that China has a net surplus of foreign exchange in its capital
account as well.

With the surplus of foreign currency flowing into China at the same time that direct uses
of the foreign currency remain blocked or limited, an excess demand for yuan develops as
Chinese individuals and businesses seck to convert the foreign exchange into yuan for
employment and use in the domestic economy. Thus, as the supply of foreign exchange in China
increases, so does the corresponding demand for yuan.

The persistent and significant imbalance in favor of the demand for yuan over the supply
of foreign currency normally would bid up the value of the yuan vis-&-vis the foreign currency.
Instead, China restrains the value of the yuan from rising by unilaterally increasing the supply of
yuan, which is accomplished merely by printing more currency. Rather than allow market forces
to decrease the value of the foreign currency and increase the value of the yuan, the Chinese

government steps in, using its monetary authority as a virtually rigid price support for the foreign

'® Meanwhile, foreign-direct investments into China are freely permitted. Thus, in trade terms,
China’s capital-account controls are similar in their balance-of-payments effects as import
barriers and restrictions. "

-29.



currency. In effect, the government signals to the market that it stands prepared to purchase any
amount of foreign currency necessary to clear the market at its fixed, artificially-supported and
-desired price.

When seen from this perspective, it becomes clearer that China’s burgeoning foreign-
exchange reserves m effect reflect deferred demand for yuan. Rather than allow the market to
~ express its demand for yuan now (thus bidding up the value of the yuan now), the Chinese
government resorts to printing new yuan to satisfy the current demand, while it instead holds the
.corresponding foreign currency in reserve in order to keep it off the market. Thus, the stock of
foreign-exchange reserves reflects future demand for yuan. Moreover, as the stock of reserves
increases, so does the future demand for yuan and, presumably, the future value of the yuan vis-

a-vis its current, artificially-suppressed value.
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Source: IMF, Exchange Arrangements and Foreign Exchange Markets: Developments and
Issues, World Economic and Financial Surveys, 2003 at 25-26.



Exhibit 1

Source: IMF, Exchange Arrangements and Foreign Exchange Markets: Developments
and Issues, World Economic and Financial Surveys, 2003 at 25-26.



APPENDIX 2.1
Appendix 2.1
Table 2.A1. Exchange Rate Regimes and Anchors of Monetary Policy
{As of December 31. 2001}
Monetary Policy Framework
Exchange Rate
Regime Monetary  Inflation
{Number of aggregate targeting  monetary
countries) . Exchange rate anchort. 2 farget  framework program Other
Exchange Another Eastern CFA franc 2ane Euro area s
armangements currency as  Caribbean WAEME CAEMC Austria
withi no legal tender  Currency Benint Camercont Belgium
separate legal Ecuadort Union? Burkina Fasot Central African Finland
tender (40) El SalvadorS  Antiguz and  Céte d'lvoiret Rep.f France
Kirihati Barbuda Guinga-Bissaut Chadt Germany -
Marshall Dominica Malit Congo, Rep. Greece
Islands Grenada Nigert oft ireland
Micronesia St Kittsand  Senegalt Equatorial ltaly
Palau Nevis Togo Guineat {.uxembourg
Panama St. Lucia Gabont Netherlands
San Marino  SE Vincent Portugal
and the Spain
Grenadines
Gurrency heard Argentinat
arrangements  Bosnia and Herzegovinat
(8) Srunei Darussalam
Bulgariat
China: Hong Kong SAR
Djiboutit
Estoniat
Lithuania}
Other Against a single currency (30) Against a composite {10} China,
coovenlional  Aruba Botswana? Peaple's
fixed peg Bahamas, The? Fiji Rep. of*8
arrangements  Bahrain Kuwait
(including de  Bangladesh Latvia
facte peg Barbados Libyan Arab Jamahiriya
arrangements  Belize Malta
under managed Bhutan Morocco
floating) {41}. Cape Verde Samoa
China, People’s Rep. of*8 Seychelles
Comoros® Vanuatu
Eritrea
fran?.®
Jordan{?®
Lebanon®
Lesathot
Macedonia, FYRT8
Malaysia
Maldives?
MNamibia
Nepal
Netherlands Antilles
Oman
Qataré. 10
Saudi Arabia8- 10
Sudans
Surinamef. &
\ Swaziland
Syrian Arab Republic?
Turkmenistan®
United Arab Emirates. 10
Zimbabwe?
Pegged Within a cooperative Other Band Hungary™
exchange arrangement ERM il (1 arrangements {4)
rates within .~ Denmark . Cyprus  Hungary*
horizontal Egypt”  Tonga
hands (5)1
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Table 2.A1 {concluded)

. Monetary Policy Framework
Exchange Rate IME-supported

Regime Monetary Inflation or other
{Number of aggregate targeting monetary
countries) Exchange rate anchor!. 2 target framework program Other
Grawling Boliviaf
pegs (4) Costa Rica8
Nicaraguat
Solomon Islangss
Exchange rates Belarus Romaniat® {sragl*
within crawiing Hondurast  Uruguayt
hands (6)12 {sragl* Venezuelz, Rep. Bolivariana de
Managed Ghanat Thaitand Azerbaifan  Algeria®
- floating with ro Guineat Cambodia?  Angofat
predetermined Guyanat Croatia Burundi¢
path far Indonesiat Ethiopia Dominican Rep.5-?
exchange rate Jamaicat® Irag Guatemala?
(42) Mauritius Kazakhstan  Indiat
Mongoliat Kenya Myanmart.7. 8
Séo Torné and Kyrgyz Rep. Paraguay?
Principet tao PDR? Singaporet
Slovenia Mauritania  Slovak Rep.#
Sri Lankat Nigeria Uzbekistan. 7
Tunisia Pakistan
Russian Fed.
Rwanda
Trinidad and
Tobago
Ukraine
Vietnam
Yugoslavia
Zambia
Independently Gambia, Thet Australia Albania Afghanistan?. 13
tloating {40) Matawit Brazilt Armenia Haiti4
) Perut Canada Congg, Dem. Japan*
Philippinest  Chile? Rep. Liberigt
Sierra Leonet Colombiat  Georgia Papua New
Turkeyt Czech Rep.  Madagascar Guinea*
Yement [cetand Meldova Somalia?-13
Korea Mozambique Switzetland?
Mexico Tajikistan United States*

Mew Zealand  Tanzania
Norway Uganda
Poland
South Africa
Sweden
United

Kingdom

Saurces: Various IMF staif reports, Recent Economic Developments. Infernalional Financial Statisitics.

TA country with a * indicates that the country has more than one nominal ancher that may guide monetary policy. It should be noted, however, that
it would not be possible for practical purposes 1o irfer from this table which riominal anchor plays the principal role in conducting manetary policy.

2A country with  indicates that the country has an IMF-supported or other monetary program.

3These countrigs have a currency board arrangement.

4The country has no explicitly staled nominal ancher, but rather menitors various indicators in conducting monetary policy.

SUntil they were withdrawn in February 2002, national currencies retained their status as legal tender within their home territories.

Sror El Salvador, the printing of new colones. the domestic currency, is prohibited. The existing stock of colones will continue to circulate along
with the U.S. dollar as legal tender until all colén notes physically wear out.

“Mernber mainiained exchange regimes involving more than one market. The regime shown is tha! maintained in the major market.

8The indicated country has a de facto regime. whick differs from its de jure regime.

9Comoros has the same arrangement with the French Treasury as do the CFA Franc Zone countries.

0Ex¢hange rates are determined on the basis of a fixed vetationship to the SDR, within margins of up to +7.25%. However, because of the
maintenarice of a relatively stable relatioaship with the U.S. doflar. these margins are not aiways observed.

ViThe band width for these countries is: Cyprus (£2.25%). Denmark {22.25%). Egypt (+3%}, Hungary {+15%), and Tonga (£5%).

12The band for these couniries is: Belarus (£5%), Honduras (+7%}, Israet (+22%), Romania (unannounced), Uruguay (+3%), and Rep.
Bolivariana de Venezuela (+7.5%). ;

"¥There is no relevant information available for the country,




Countries Employing Conventional Fixed-Peg Currency Regimes (Single Currency)

Table 1

Manufactures Trade Flows with United States, Annual 2003
{millions of US dollars)

United States
Exports to Imports Trade| Total Trade
the United from the Balance| with United

Country States United States wi/Partner States Pct Share]
Aruba (842) 355 (487) 1,197 05%
Bahamas (473) 1,084 611 1,657 0.6%
Bahrain (378) 509 13 887 0.3%
Bangladesh (2,074) 227 (1,848) 2,301 0.9%
Barbados (43) 302 259 345 0.1%
Belize (101} 199 98 301 0.1%
Bhutan (1) 1 1 2 0.0%
Cape Verde (6) 9 3 15 0.0%
China {151,620) 28,418 {123,202) 180,039 70.2%
Cormoros ' &) 1 {3) 5 0.0%
Eritrea (0) 87 87 87 0.0%
fran {161} 99 (62) 260 0.1%
Jordan (673) 492 (181) 1,165 0.5%
Lebanon {24) 314 220 408 0.2%
Lesotho {393) 5 (388) 398 0.2%
JMacedonia FYR (62) 26 (36) 89 0.0%
Malaysia (25,321) 10,921 (14,400} 36,241 14.1%
Maldives (94) 7 (88) 101 0.0%
|Namibia (123) 28 (95) 151 0.1%
Nepal (171) 16 {155) 188 0.1%
Netherlands Antilles (6832) 747 116 1,379 0.5%
Oman (607) 323 (283) 930 0.4%
Qatar (332) 408 77 740 0.3%
Saudi Arabia {17,112) 4,598 (12,516) 21,708 8.5%
Sudan (3) 26 23 29 0.0%
Suriname: (140) 193 53 333 0.1%
Swaziland (162) 8 (154) 170 0.1%
Syrian Arab Republic (241) 214 {27) 455 0.2%
Turkmenistan (80) 4 (45) 114 0.0%
United Arab Emirates (1,134} 3,510 2,376 4,645 1.8%
Zimbabwe (67) 42 (25) 108 0.0%
Total (203,145) 53,202 (149,942) 256,347 100.0%|
China share of total 75% 53% 82% 70% 70%

SOURCE: IMF and U.S. international Trade Commission.



CHART 1

U.S. Trade Flows with Partners Employing Single-Currency-Peg Arrangments
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Table 2

Countries Employing Conventional Fixed-Peg Currency Regimes {Basket Currency)
Manufactures Trade Flows with United States, Annual 2003
(millions of US dollars)

Exporis to Imports from | United States| 1otal 1rade
the United the United Trade] with United
Country States States] Balance States Pct Share]

Botswana (14) 26 12 40 0.02%
Fiji (175) 20 (156) 195 0.10%
Kuwait (2,125) 1,509 (616) 3,634 1.95%
Latvia (395) 124 (271) 519 0.28%
Libya - 0 0 0 0.00%
Malta (369) 202 (167)) 570 0.31%
|Morocco {396) 465 69 861 0.46%
Samoa {4 11 7 16 0.01%
“|Seychelles (15) 7 | 22 0.01%
Vanuatu (1) 1 1 2 0.00%
China* {151,620) 28,418 (123,202) 180,039 96.85%
Total {155,115) 30,784 (124,332) 185,899 100.00%
China share of total 98% G92% 99% 97% 97%

(*) China included in this group for comparison purposes only.

SQURGE: IMF and U.S. International Trade Commission.



CHART 2
U.S. Trade Flows with Partners Employing Basket-Peg Arrangments
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Table 3

United States' Top Trading Partners
Manufactures Trade Flows with United States, Annual 2003
{billions of US dollars)

United States

Exporis to Imports Trade] Total Trade

the United from the Balance ] with United
Country {regime type) States United States w/Pariner States Pct Share
European Union (mon. union} (242) 151 (92} 393 36.8%
Canada (float) (224) 169 (55} 393 36.8%
Mexico (float) (137) 97 (40} 235 22.0%
]China (fixed peg) {152) 28 (123} 180 16.8%
Japan (float) (118) 52 {66) 171 16.0%
South Korea (float) (37) 24 {13} 61 5.7%
Brazil {float) (18) 11 {6) 28 2.7%
|rotat {686) 383 (303) 1,069 100.0%
China share of fotal 22% 7% 41% 17% 17%

SOURCE: IMF and U.S. International Trade Commission.



CHART 3
U.S. Trade Flows with Top Trading Partners
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Table 4

Evolution of Exchange-Rate Regimes by Country Group

Annual Periods 1990, 1995 and 2001
(in percent of members in each category)

Country Grouping 1990 1995 2001
Developed Countries {1)
Hard Pegs 0% 4% 54%
Intermediate Regimes 74% 54% 4%
Single currency fixed pegs 13% 13% 0%
Floating Regimes 26% 42% 42%
Emerging Market Countries (2)
Hard Pegs 7% 9% 16%
Intermediate Regimes 7% 81% 34%
Single currency fixed pegs 13% 13% 9%
Floating Regimes 17% 9% 50%
All IMF Members
Hard Pegs 16% 16% 26%
Intermediate Regimes 69% 59% 38%
Single currency fixed pegs 25% 22% 17%
15% 25% 36%

Floating Regimes

NOTES

(1} Definition of developed countries coincide with the classification used in International

Financial Statistics.

(2) Emerging market countries include the following: Argentina, Brazil, Bulgaria, Chile,

China, Colombia, Czech Republic, Egypt, Ecuador, Hong Kong, Hungary, India, Indonesia,
Israel, Jordan, Republic of Korea, Malaysia, Mexico, Morocco, Nigeria, Pakistan, Panama,

Philippines, Poland, Russia, Singapore, South Africa, Sri Lanka, Thailand, Turkey and

Venezuela.

SOURCE: IMF.




CHART 5A

Developed Countrtes ~- Evolution of Exchange-Rate Regime Types, 1990-2001
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| CHART 5B
Emerging Market Countries -- Evolution of Exchange-Rate Regime Types,
1990-2001
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CHART 5C
All Member Countries -- Evolution of Exchange-Rate Regime Types,
1990-2001
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Table 5

Summary of Major Foreign Currency Crises Since 1990
and Effect on Currency Regime Types

Pre-Crisis Foreign-Exchange Post-Crisis Foreign-Exchange
Regime Regime
Specific Regime{ Period of Specific Regime
Country Involved Regime Grouping Type Crisis Regime Grouping Type
Argentina Hard peg Currency board | 2001-2002 Floating regime | Managed float
Intermediate
|Brazil regime Crawling peg 1969 Floating regime Free float
Infermediate
Ecuador regime Crawling band 1999 Hard peg Dollarization
Intermediate
Indonesia regime Crawling band 1907 Floating regime Free float
Intermediate Closely managed Conventional fixeg
MMalaysia regime float 1997 Intermediate peg
Intermediate
Mexico regime Crawling band 1994 Floating regime Free float
Intermediate :
Russia regime Crawling peg 1998 Floating regime | Managed float
Intermediate
Thailand regime ~_Basket peg 1997 Floating regime | Managed float
Intermediate
Turkey regime Crawling peg 1994, 2001 Floating regime Free float

SOURCE: IMF.




Exhibit 2

Detailed Listing of Capital Controls (to be furnished)



Summary.of China's Capital Controls By Category and Flow Type
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Summary of China's Capital Controls By Category and Flow Type
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Notes and Explanation

Background

The first page of the matrix focuses on capital account outflows from China,
while the second page refers to capital account inflows into China. The capital accounts
(both outflows and inflows) shown in the matrix are not exhaustive, but include the
following major categories: 1) foreign direct investment; 2) real estate; 3) portfolio
investments; 4) credit operations; 5) deposit accounts; and, 6) personal capital
movements,

For each account and flow type, three different groupings of information are
provided: 1) whether the subject restrictions apply to residents or non-residents; 2) the
applicqble type of restrictions or-control, ranging from monitoring to prohibition; and, 3)
the agency of the Chinese government responsible for regulating the capital account and
flow type.

Conclusion

The matrix covers most of the major accounts and flows but is neither completely
exhaustive nor comprehensive as to specific details, limits, exceptions, requirements, etc;
rather, the matrix is intended to illustrate the wide ranging and extensive controi on
capital account transactions maintained by China; rather than constitute an authoritative
reference. As shown, nearly all major capital outflows are subject to either outright
prohibitions or prior approvals by the government. China’s control of capital inflows,
while somewhat more liberalized in comparison to capital outflows, are still subject to

extensive restrictions, including many standing prohibitions.



While outright prohibitions continue to constrain many aspects of the capital
account, it is worth noting that the government retains nearly full discretion in the other
aspects of the capital account, either by prior approval, monitoring and registration,
special authorization or other means of control. In short, there are few if any aspects of
the capital account that are free from restrictions and completely transparent to either
resident or non-resident investors (although there is a distinct bias in favor of non-
resident investors). The government has reserved the right to make changes or impose
limitations and restrictions as it sees fit, depending on transient market conditions or even
policy goals. Thus, for instance, in periods when there is upward pressure on the foreign-
exchange value of the yuan, the government can tilt the capital controls toward greater
outflows and lesser inflows (i.e., decrease demand for yuan). Similarly, in periods when
there is downward pressure on the foreign exchange value of the yuan, the government
can tilt the capital controls toward greater inflows and lesser outflows (i.e., increase
demand for the yuan).

On balance in recent years, these controls have generally encouraged capital
inflows and discouraged capital outflows. More specifically, China has strongly
encouraged foreign direct investment inflows (e.g., fixed asset investment), which tend to
be or less liquid and longer-term in nature, while discouraging foreign portfolio inflows
(e.g., investment in Chinese stocks and bonds), which tend to be more liquid and shorter-
term in nature. Similarly, China has imposed tight restrictions on short-term foreign
borrowing, while taking a more liberal stance toward medium and longer-term foreign

debt.



Abbreviations Used in the Matrix

SAFE State Authority for Foreign Exchange
PBC People’s Bank of China

MOFTEC Ministry of Foreign Trade and Economic Cooperation
CSRC China Securities Regulatory Commitiee '



Sources

1)

2)

3)

Guijun, Lin and Ronald M. Schramm. May 2003. “China’s Foreign

. Exchange Policies Since 1979: A Review of Developments and an

Assessment.” University of International Business and Economics, Beijing.

Shen, Jian-Guang. Undated. “China’s Exchange-rate System after WTO
Accession: Some Considerations.” Bank of Finland, Institute for Economies
in Transition.

Zhang, Zhaoyong. December 1999. “Foreign Exchange Rate Reform, the
Balance of Trade and Economic Growth: An Empirical Analysis for China,”
Journal of Economic Development (Vol. 24, No. 2) at 143-162.
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Annual 1995-2006
All Commodities
FOB Values In US Dollars

TABLE 1A: AS REPORTED BY CHINA

TABLE 1: CHINA'S BALANCE OF TRADE WITH THE UNITED STATES

[CRINA DATA: 1
1895 1996 1997 1998 1899 2000 201 2002 2003 2004 2005 2006
Chinese imports* 15,312,376,604 15,347,132,849 15,473,368,013 16,147,097 632 18,513,316,722 21,246,377,160 24,893,412,619 25,866,505,421 32,188,814,081 42,420,027,871 46,298,227,096 56,261,348,818
Chinesa Exports 24,713,497,878 26,683,100,907 32,702,663,287 37,864,973,088 42,015,984,348 52,142,000,913 54,318,910,896 68,959,401,209 02,510,148,387 124,973,451,732  162,938,722,180 203,516,389,505
Chinese Surplus: 9,401,121,274 11,335,268,058 17,220,295,274 21,817,875,456 23,502,667,626 30,895,623,753 29,425,498,278 44,092,895,878 60,321,334,306 82,553,423,861  116,640,495,095 147,255,040,687
Source: GTIS Global Trade Atlas--Data Reported by China
* Imports valued at CIF less 5% to approximate FOB valuss.
TABLE 1B: AS REPORTED BY THE UNITED STATES
|US DATA: = |
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006
Chinese Imports 11,612,547,215 11,801,242,987 12,533,478,742 13,808,495,968 12,584,898,241 15,336,341,048 17,959,041,268 20,552,991,012 25,706,938,428 32,606,282,625 38,856,660,535 51,624,064,753
Chinese Exports 45,369,985,492 51 ,309.375@2? 81,905,926,355 70,815,055,767 81,522,281,394 £9,580,514,118 102,069,326,282 124,785,665,331 151,620,143,845 196,159,513,413  242,637,963,605 287,052,416,194
Chinese Surplus: 33,757,438,277 39,408,132,859 49,462,447,613 56,906,539,798 68,937,383,153 64,245,178,070 84,110,285,024  104,242,674,319  124,813,205417  163,553,230,786  203,761,303,000  235,428,351,401

Source: Official Statistics of the U.8. Department of Commarca

Prepared by Georgetown Economic Services



TABLE 2: CHINA'S BALANCE OF TRADE WITH THE UNITED STATES ADJUSTED FOR HONG KONG RE-EXPORT TRADE
Annual 2001-2006
All Commodities
FOB Values in US Dollars

TABLE 2A: AS REPORTED BY CHINA

ICHINA DATA: I

2001 2002 2003 2004 2005 2006
Chinese Imports* 24,505,095,799 25,494,144,821 31,814,079,641 42,072,383,415 45,935,781,924 65,868,911,747
Chinese Exports 79,283,425,146 £5,714,488,299 117,603,251,637 151,630,583,039 181,677,750,817 233,620,154,051
Chinese Surplus: 54,778,329,348 70,220,343,478 85,789,171,996 109,558,199,624 145,741,968,893 177,751,242,304

Source: GTIS Global Trade Atlas—-Data Reported by China, US ITC
* Imports valued at CIF less 5% fo approximate FOB values.

TABLE 2B8: AS REPORTED BY THE UNITED STATES

IUS DATA: ‘

2001 2002 2003 2004 2005 2006
Chinese Imports 24,042,671,438 26,386,640,412 32,577,777,988 38,062,712,442 44,534,968,224 57,772,245,573
Chinese Exports 93,747,821,532 116,210,636,331 143,255,776,095 187,273,802,977 233,058,287,398 277,017,828,012
Chinese Surplus: 69,705,150,094 89,823,995,919 110,677,998,107 149,221,090,536 188,523,319,172 219,245,582,439

Source: Official Statistics of the U.S. Depariment of Commerce

SEE "Methodologlcal Explanation” at the end of this section for additional explanation and details.

Prapared by Georgetown Economic Services
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TABLE 3: CHINA'S BALANCE OF TRADE BASED UPON DATA FROM VARIOUS SOURCES USING 5% CIF/FOB DEFLATOR
Annual 1985-2006 or as noted
All Commoditles
FOB Values In US Dollars

TABLE 3A: AS REPORTED BY THE IMF FOR ALl TRADING PARTNERS

IIMF D_:'I'A: ] |
1965 1938 1897 1938 1998 2000 2001 2002 2003 2004 2008 2006
Chinase imports 140,080.000,000 131.542,000.600 1346,445,000,000 135,915,000,000 158,734,000,000 214,857 000,000 232,058,000,000 251,484,000,000 393,618,000,000 534,410,000,000 §28.295,000,000 .
Chiness Exparta 128,110,000,000 151,077,000,.000 182,670,000,000 183,629,000,000 194,716,000,000 249,18%,000,000 268,075,000,000 325,651,000,000 438,270,000,008 593,393,000,000 762,484,000,000 -
S| ! 18,050,000,000 18,546,000,000 46,222,000,000 46,614,000,000 35,982,000,000 34,474,000,000 34,017,000,000 44,167,000,000 44,652,000,000¢ 58,883,000,600 134,188,000,000 .

Sourca: IMF, Intarnational Fipancis! Statistics--Data Reportad by China

TABLE 35: 33 REPORTED BY CHINA FOR A1L THADING PARTHERS

ICHIN.A DATA [ALL) ]

1985 1886 1987 1888 1999 2000 : 2001 2002 2003 2004 2005 2006
Chinese imports* 125,479,269,594 131,891,136,920 135,032,8681,510 133,386,082,170 157,450,138,667 213,840,385,165 231,388,697,168 280,537,760,042 862,440,834,852 532,770,616,602 €27.210.877,737 752,204 205,295
Chinese Exports 148,779,564,5095 151,047,626,432 182,743,907,761 183,746,454.181 195,176,530.901 249,230,664,195 266,661.113,296 326,642,067.334 438,472,556,679 598,647,174, 142 762,328.760.674 §68,323,815,439
Chiness Surplys; 23,300,205,001 10,156,380,512 47,111,045,261 60,380,412.011 37,686,382,234 35,399,278,030 35,272,416,128 45,104,307,202 46,031,721,827 £0,876,557,540 135,116,082,137 217,119,410,144

i
Sourcs: GTIS Global Trade Atlas--Dals Reported by China
* Imports valued af GIF fass 5% 0 approximats FOB valuss.

TABLE 5C: AS AEPORTED BY CHINA FOR 39 FARTNER COUNTRIES

_89 FAHTNERSE: ]

1885 1868 1997 1988 1999 2000 2001 2002 2003 2003 2008 2006
Chinese Imports* 117,385,317 553 122,609,341,182 123,596,587,537 124,260,836,620 145,996,202,847 190,049,050,263 208,702 851,755 254,385,053,243 452,737,346, 356 472,637 693,066 517,223,581.662 650,337,857,417
Chinese Exports 134,204,732,555 137,063,436,259 185,184,744,070 165,102,434,877 174,831,442 391 221,659,601 ,087 235,396,239,205 286,799,240,386 383,946,770 637 519,433,181,905 552,020,768,877 825,009,799,206
Chinesa Burtlus: 16,818,415,002 14,554,695,077 41,599,156,533 00,0632,580,248 28,835,220,484 31,610,550,624 26,693,287,450 92,414,167,143 31,208,424,181 46,795,452,839 144,792,107,216 174,671,941,782

Source: GTIS Global Trads Allas--Data Reporiad by China (Sae Tabla 7 for list of 39 partner countries},
* Imports valued 2! CIF less 5% Io approximate FOB valies,

TABLE 3D: AS REPORTED BY 30 PARTNER COUNTRIES

[EEPARTNER DATA: ]

1996 886 7587 1998 1988 2000 2001 2002 2003 2004 2005 2008
Chiness Imparts s B B B 150,990,740,430 168,155,502,928 201,069,170,240 246,045 671,750 336,450,543,088 436,846,374,785 512,560,087,330  611,700,571,820
Chinesa Expona* - - - - 201,425.002,494 360,510,047,042 370,515,367.624 435,168,662,296 £49,306,188,057 724,503,795.477 £97,879.008,499 __ 1,081,826,384.747
Chiness Surplus; — T T T 140,404,262,064 T71,385,354,11% 160,476,107,384 189,122,890,537 210,005,604,968  265,758,360,742 305,218,921,168  470,128,812,927

Source: GTIS Globai Trade Alfas--Data Fsporied by Pariner Countries (Ses Tabla 7 for list of 3% partner countrias).
* Exports {Parinsr-rapottad impatls) vafued at CIF less 5% to approximate FOB valuas.

TABLE 3E: ASH
|UN EAEE ]
1995 1956 1897 1803 1999 2000 2001 2002 2003 2004 2005 2006
Chinase imports - - - - 162,566,813,745 191,826,258,232 203,289,258,022 248,943,384,025 - - - -
Chinese Exporta® . . . - 292,382 512,004 362,240,775,085 372,301,897 374 497 364,958,780 - - - -
Chiness Surplys: - - - - 138,415,898,260 170,414,516,858 169,012,636,362 188,420,674,755 - - - B

Source: UN Comtrade Databasa--Data Reported by Partner Counlries (See Tabla 7 for list of 39 patiner cobniriss).
* Exporis (Pariner-reportad imporls) valued &t CIF less 5% lo approximate FOB values.
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TABLE 4: CHINA'S BALANCE OF TRADE BASED UPON DATA FROM VARIOUS SOURCES USING 10% CIF/FOB DEFLATOR
Annual 1995-2006 or as noted
All Commoditles
FOB Valuss | US Dollars

TABLE 4A: AS REPORTED BY THE IMF FOR ALY TRADING PARTNERS
Mﬂ £ ] — : e — — —_—
1395 1998 1857 1898 1890 2000 2001 2002 2003 2004 2005 2005
Chiness Imperts 110,060,000,000 131,642,000,000 135,448,000,000 136,915,000,000 158,734,600,000 214,657,000,000 232,056,006,000 2B1,484,000,000 363618,000,000 554,410,000,000 628,205,000,000 .
Chinese Exports ) 128,110,000,000 151,077,000,000 192,670,000,000 183,529,000,000 194,716.000,000 249,131,000,000 265,075,000,000 3p5,551,000,000 436,270,000,000 553,393,000,000 7672,484,000,000 :
Chipese Surplus; 18,050,000,600 18,536,000,000 46,222 000,000 48,614,000,000 35,862,000,000 34,474,000,000 34,017,000,000 44,167,000,600 ~ 44,652,000,000 56,883,000,000 134,139,000,000 .
Source: IMF, Intamaticnal Financle! Slalistics--D'als Reported by China
TABLE 48: ORTE! c 0
@EEEDAEA AELY: ] .
1985 1988 1857 1658 1889 2000 2007 2002 2003 2004 2005 2008
Chinese Imports” 118,875,007 510 124,048,488,135 127,925,868,788 126,345,814,688 145,201,184,001 202,585,628,051 218,210,344,686 265,772,614,776 371,786,054,071 504,730,057 834 94,159,589 435 712,614,510,280
Chinesze Exports 148,779,564,595 151,047,526,422 182,743.807.761 183,745.494,18% 195,178,530,001 249,239,654 185 266,661.113.206 324,642,067,334 438,472,556,679 593,647,174,142 762,326.739,874 469,323,615,430
chinese Surplus: 29,504,467,005 26,098,028,298 54,619,038,962 57,389,679,453 45,875,346,500 46,654,036,144 47,350,768,610 50,869,452,558  B6,600,602,608 69,817,116,308 169,127,170438  258,108,105,158
Source: GTiS Glotal Trade A¥as-Datz Reported by China
* Imports valued at CIF iess 10% o goproximale FOB values.
TABLE 4C: AS REPORTED BY CHINA FOR 39 PARTNER COUNTRIES
] 1985 1896 1967 1848 1899 2000 2001 2002 2603 2004 2005 2006
Chineze Imporis* 111,207,142,545 116,061,481,120 117,061,503,983 117,720,318,811 138,312,152,171 180,046,468,670 157,718,491,137 200,905,366,230 334,172,222, 865 447,762,025,010 480,006,024,733 816,100,548,132
Chinese Exports 134.204,732,555 137,063,438 259 165,194,744,070 165,102,434.877 174,931,432,351 721,859,601,087 235,398,239,205 288,709,240,386 383,845,770.6507 519.433,181,805 862,020,768,877 . B25,009,799,205
Chinese Surplus; 22,997,509,610 21,001,855,139 48,103,240,087 47,373,115,966 35,619,240,160 41,613,132,417 37,677,748,088 45,802,874,158 49,773,547,674 71,671,156,895 172,014,744,144 208,800,230,074
Source: GTIS Global Trave Atias-Data Reportad by China (Sae Tabla 7 for list of 39 partner countries).
* Impors valued at CIF lpss 10% to approximale FOB values,
: . TABLE 40: AS REPORTED BY 30 PARTNER COUNTRIES
BoFARTRER DAt |
1895 1596 1897 1958 1885 2000 2001 2002 2003 2004 2005 2008
Chinese tmparts - - - B 150,990,740,430 188,155,592,320 201,058,170,240 246,045,671,759 358,490,543,080 438,845,874,735 512,656,087,330 611,700,5671,820
Ctinese Exports” - - - - 281.216,318,773 347,830,672,338 357,548,234,471 420,370,664,5613 530,5603.599,205 £90,605,308,324 867,349,554,567 1,045 082,048,048
Chinoss Surplus; - - - - 130,225,676,343 158,675,080,010 TEB 437,064,231 174,324,892,754 152,113,056,196 261,049,831,589 T54,688,467,237 433,381,475,226
Soures; GTIS Global Trads Allas—Data Reportad by Partnar Countrias (Sea Table 7 for list of 39 partner countries).
* Exports (Pafiner-reported imports) valusd at CiF less 10% lo approximale FOB values.
IUN DATA: ]
1585 1996 1897 1998 1888 2000 2001 2002 2003 2004 2005 2008
Chineas Imports . - - - 152 966,813,745 161,826,260,232 203,580,250,622 248,043,384,025 - - - -
Chinese Exports” - - - - 2B2,127,402,673 349,476,816 560 358,256,346,284 492,461,872,833 - - - -
Chiness Surplus: .. . - - 126,160,508,528 157,650,550,328 165,657,087,262 173,517,986,868 . - - -

Source: UN Comirada Databasa—-Data Roported by Partner Counirlas (See Tabla 7 for ils! of 33 partnsr countries).
* Expetts (Partnar-roporied imporis) valusd al CiF less 10% lo approximate FOB valuas.
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TABLE 5: CHINA'S BALANCE OF TRADE BASED UPON DATA FROM VARIOUS SQURCES USING 5% CIF/FOB DEFLATOR, ADJUSTED FOR HONG KONG RE-EXPORT TRADE (1)
Annual 1985-2008 or as notad
All Commodities
FOB Values In US Dollars

TABLE SA: AS 8
1895 1996 1887 1698 1099 2000 2001 2002 2603 2004 2005 2006
Chinese Imports 110,060,000,600 131,542,000,000 136,448,000,000 135,015,000,000 150,754,000,000 214,657,000,600 232,055,000,000 281,484.000,000 363,618,000,000 534,410,000,000 628,265,000,000 -
Chinese Exports 128,410,000,000 151.077.000,000 182,670,000,000 $83,526,000,000 154,716.000,000 249, 131,000,600 2£68,075,000,000 325,851,000,000 438,270,000,000 593,399,000,000 752,484,000,000 -
cl Surplus: '16,050,000,000 18,535,000,000 48,222,000,000 4¢,614,606,000 35,902,600,000 '54,474,000,000 34,017,000,000 44,167,000,000 44,652,000,000 £8,569,000,000 134,189,000,000 -
Source: IMF, Intorhational Financlal Statistics-Data Aeported by China
TABLE 58: AS REPQ
[CRINA DATA (ALL): ]
1995 1996 1897 1568 1989 2000 2001 2002 2003 2004 2005 2005,
Chinese imports® 125,478,269,584 131,69¢,136,920 135,032,861 ,610 133,366,082,170 157 490,138,667 213,840,385,165 231,388,697,168 280,537,760,042 952,440,834,852 532,770,616,602 627.250,677,737 752,204,205,295
Chinese Exports 148,776,564,595 151,047,626,432 182,748,007.761 183,746,494,181 195,176.530,801 249,230,664,195 266,661,113,206 325,6842,067,334 438,472,656,679 503,647.174,142 762,326,750,874 69,323,615,439
86 i 23,300,295,001 19,156,389,512 47,711,046,251 50,330,412,011 a7,665,302,234 35,399,279,030 35,272,418,128 45,104,307,292 46,091,721,827 60,878,557,540 135,116,082,137 217,119,410,134
GOP 1,303,666,256,816 1,503,043,410,300
Sourcs: GTIS Global Trade Atlas—Dsta Asporied by China Surplus/GDP . 3.48% 7.10%)
* lmports valued at CIF less 5% to approximata FOB values.
TABLE 5C: AS REPORTED BY CHINA FOR 38 PARTNER COUNTRIES
[CHINA DAEAiao.PnRTEEHs;: ]
1995 1996 1987 1958 1959 2000 2001 2002 2003 2004 2005 2008
Chinase Imports* 117,385317,563 122,509,341,182 123,586,537,537 124,268,835 629 146,896,202,847 190,049,050,263 208,702,851,755 254,385,053,243 352,737,346,356 472,637,609,0686 517 228,581,662 650,337 857,417
Chinese Exports 134,204,732,555 137,063,426,259 165,194,744.070 165,102,434 877 174,931,432,331 221,659 ,601,087 235,386,230,205 £58,799,240,208 383,945.770.537 519,433,181 905 £62,020,768,877 825,009,750,206
Inese Surplus: 16,619,315,002 14,554,085,077 41,698,156,533 40,832,550,245 28,035, 220,404 31,5710,550,823 26,683,387,450 32,414,187,183 31,206,424,181 45,765,460,639 144,792,107,215 V74,671,691,769
Source: GTIS Giobal Trads Allas--Data Reporied by China {Sse Table 7 for st of 39 partnar countiias).
* Imports valusd al CIF less 5% to approximate FOB valuss.
TABLE 5D: AS REPORTED BY 39 PARTNER COUNTRIES
3¢ ER DATA:
1836 1896 1987 1588 1898 2000 2001 2002 2003 2004 2005 2008
Chinese imparts - . - . 102,505,305,638 190.023.942,001 141,068,700,888 176,5963,880,986 253,105,323,225 335,047,021,889 365,446,649,186 478,401,857,766
Chinese Exports* - - - - 220,077,584,244 215,592.850.042 252,561,648,600 351,686,869,546 456,112,413,260 615,184,085,273 771,008 965,780 940,524 977,140
.Ehiness Surplug; - - - - 119,572,278,606 146,563,245,001 151,622,947,712 175,092,008,560 200,007,060,065 279,217,363,364 375,851,717,564 464,223119,373
Source: GTIS Glotal Trade Alias~Datz Reported by Parinor Countifos (Ses Tabla 7 for ilst of 33 parinar counirias). Swrplus/GOP 13.43%
* Exports (Partner-reported imports) valued &t CIF fess 6% lo approximale FOB values. |¢hange
TABLE 58: A$ REPORTED BY THE UN (REPORTED TO UN BY 28 PARTNER COUNTRIES)
[UR BATA: . ]
1555 1596 1887 1998 1999 2000 2001 2002 2003 2004 2005 2008
Chinese lmpots - - . N 104,481,378 953 132,684,607,845 143,258,760 670 178,851,598,252 - - - -
Chinese Exports* - - . - 223,035,378,754 280,322,718,085 264,478,178,350 354,182.666,091 - - - - -
Chinese $urplus; - - - - 118,569,594,802 147,628,110,141 151,218,386,680 173,331,072,779 - - - -

Sourcs: UN Comirade Dalsbass—Data Reporiad by Partnsr Countries (See Table 7 for st of 39 pariner coursiries;.
* Exporls (Pariner-reporied imports) valusd al CIF lass 5% fo approxinale FOB valss.

NOTE: {1} Tha adjustment for Horig Kong re-export frada was only raquired for data reporied by the parlner couniries (Tables 50 and 5E).
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TABLE 6: CHINA'S BALANCE OF TRADE, BY YARIOUS SCURCES USING 10% CIF/F0B DEFLATOR, ADJUSTED FOR HONG KONG RE-EXPORT TRADE (1)
Annual 1995-2006 or es noted
All Commedities
FOB Valtes In US Dallars

.IIMF DATA: | . -
1895 1886 1887 1988 189% 2000 2001 2002 2003 2004 2005 2068
Chinese imports 110,080,000,000 181,542,000,000 136,448,000,00¢ 136,915,000,000 158,734,000,000 214,657,000,000 232,058,000,000 281,484,000,000 393,618,000,000 534,410,000,000 628,255,000,000 -
Chiness Exports 128,110,000,600 151,077,000,000 182,870,000,000 183,528,060,000 194,716,000,000 249,181,000,000 266,075,000,000 325,651,000,000 438,276,000,000 593,393,000,000 762,484,000,600 -
£ 50 St H 18,050,000,000 18,535,000,000 A5,222,000,000 46,614,000,000 35,982,000,000 34,474,000,000 34,017,000,000 44,167,000,000 44,852,000,000 58,883,000,000 134,139,000,000 -

Source: IMF, Infomational Finanelal Statistics--Data Heported by China

TABLE 6B: AS REPORTED BY CHINA FOF ALY TRADING PARTNERS

lCHlNADATAiALL)l ]

1885 [T 1987 7858 1959 2080 2001 2002 2003 2004 2008 2006

Chinese Imports* 118,875.097.510 124,849 488,135 127,925,868,798 126,345,814,683 149,201,184,001 202,585,628,051 21§,210,344,685 265,772,614,776 371,786,054,0M1 504.730,057,834 504,199,589,435 712,814,510,280
Chinsss Exports 148,779.554.595 151,047,526,432 182,743,807,761 183,746,494,18% 195,176,530,501 240,239,664,195 266,661,113,206 325,642,067,334 438,472,556,670 503,647,174,142 762,326,750,874 £69,323,615,430
H 25,804,467,065 26,098,028.208 54,618,038,962 57,399,679,483 45,975,346,500 45,654,036,144 47,650,768,610 59,869,452,558 '68,686,502,608 B8,517,118,308 T86,127,170,438  256,709,108,150

Source: GTIS Global Trade Atlas—Daia Reported By China
= Imperts vaiued &t CIF lass 10% fo approximale FOB values.

TABLE 6C: AS REPORTED BY CHINA FOR 40 PARTNER COUNTRIES

|GE!EA- D_KTA 3% PmTEEEi: ! ;

1085 1698 1897 1698 1899 2000 2001 2502 2003 2004 2005 2008
Chinese Imports* 111,207,142,945 11€,051,451,120 117,091,503,983 117,726,318,911 138,312,192,171 180,048,468,670 197,718,491,137 240,996,386,230 334,172,222 863 447,762,025,010 490,006,024,733 616,109,549,132
Chiness Exports 134.204,732,535 137,063.436,250 165,104,744 070 165,102,434.477 174.833,432,331 224,650,601,087 235,396,239,205 286,780,240,386 383,045,770,537 510,433,181,805 662,0620,760,877 825.009,708,205

et ——————— me— e Lt [k, e e i e e ——————— e e LT
Chiness Surplus; 22,897,589,610 21,001,855,138 48,103,240,087 47,373,115,966 36,618,240,160 41,813,132 17 37,677,748,088 45,802,874,156 489,773,547.,614 1,671,156,895 172,014,744,144 208,900,250,074

Source: GTIS Global Trads Allas-Dala Raporied by Ching (So¢ Tabie 7 for list of 39 pariner countries).
* imports valiad at GIF less 10% o approximate FOB vafuas.

TABLE 60: AS REPORTED BY 40 PARTHER COUNTRIES (1999-2008; Jan-Jun 2008)

38 9 :
1895 1996 19887 RELT] 1998 2000 2001 2002 2003 2004 2005 2006 H

Chiness Inporty - - - - 102,505,305,638 130,023,842,041 141,068,700,888 176,953,880,085 253,105,328,225 335,047,024,880 305,446,649,186 #78,401,857,768

Chinesa Exports* - - - - 211,868,880,523 265,012,616,33% 279,722.515,448 337,188,571,784 437,319,824,517 500,455,956,121 740,568,012,528 803,877.640,441

Chineas Surplugs - - - - 109,363,574,805 135,688,673,295 138,663,614,659 160,235 090,778 164,214,501,292 F54,508,939, 231 J45,122,253,692 A27,475,762,674 ‘

Source: GTIS Global Trado Atlas—Daty Repoited by Parner Countries (Sea Tabla 7 for list of 39 partner countries).
* Experts {Parinsr-reported imports} valued al CiF less 10% lo approximate FOB valuas.

TABLE 6E: AS REPORTED BY THE UN (REPORTED TO UN BY 40 PARTNER COUNTRIES) (19892002}

MA:

1985 1998 1987 18988 1999 2006 2001 2002 2003 2004 2005 2006
Chinese Imporis - - - - 104,481,578,953 132,694,607,844 143,258,786.670 179,851,583,252 - - - -
Chinese Exports* - - - - 212,778,664, 323 267,668,769,660 281,432,627,261 339,270,660,144 - - - -
Chinese Suyplus;: - - - - 108,298,585,370 134,864,151,616 138,173,837,550 159,426,085,892 - - - -

Source: UN Comirade Datzbase--Dala Reperted by Pariner Counlrles (Sea Table 7 for list of 36 partner couniries).
" Exports (Partner-reportad impants) vaiusd at CIF less 10% to approximate FOB valuss.

NOTE: {1) The adiustment for Hong Kong re-axport lrade was only reqiired for data reporied by the partner countdes (Tables 60 and 6E).
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TABLE 7: LIST OF 39 PARTNER COUNTRIES

Argentina
Australia
Austria
Belgium
Brazil
Canada
Chile
Colombia
Denmark
Finland
France
Germany
13 ) Greece

14 ) Hong Kong
15 ) Iceland

16 ) Ireland

17 ) Raly

18 ) Japan

19 ) Luxembourg
20 ) Malaysia

21 ) Mexico

22 ) Netherlands
23 ) New Zealand
24 ) Norway
25 ) Peru

26 ) Philippines
27 ) Portugal
28 ) Russia

29 ) Singapore
30 ) South Africa
31} South Korea
32 )} Spain

33 )} Sweden
34 ) Switzerland
35) Taiwan

36 ) Thailand
37 ) Turkey

38 ) United Kingdom
39 ) United States

O~ -
Nt St s St S e Nt g S

wk b b
N =0
Nt i S
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TABLE 8

39 Partner Countries' Share of China's Trade AS REPORTED BY CHINA

Annual 1999-2006
All Commodities
FOB Values in US Dollars

I “CHINA DATA ]
CHINA'S EXPORTS TO PARTNERS 1999 2000 200 2002 2003 2004 _ 2005 2006
39 Countries: $174,931,432,331 $221,659,601,087 $235,396,239,205 $286,799,240,386 $383,945,770,537 $519,433,181,905 $662,020,768,877 $825,009,799,206
All Reporting Countries: $195,176,530,901 $249,239,664,195  $266,661,113,296 $325,642,067,334 $438,472,556,679  $593,647,174,142 $762,328,759,874 $969,323,615,439
39 Partner Countries’ Share 89.63% 88.93% 88.28% 88.07% 87.56% 87.50% 86.84% 85.11%
CHINA'S IMPORTS FROM PARTNERS® 1999 2000 2001 2002 _2003 2004 2005 2006
39 Countries: $138,606,392,705  $180,546,597,750  $198,267,708,168 $241,665,800,581 $335,100,479,038  $449,005,808,413 $491,367,152,57% $617,820,964,546
All Reporting Countries: $157,490,138,667  $213,840,385,165  $231,388,697,168 $280,537,760,042 $392,440,834,852  $532,770,618,602 $627,210,677,737 $752,204,205,295
39 Partner Couniries’ Share 88.07% 84.43% 85.69% 86.14% 85.39% 84.28% 78.34% 82.13%

* - Imports valued at CIF less 5% to approximata FOB values.
SOURCE: GTIS Global Trade Atfas--Data Reported by China
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39 Partner Countries' Share of China's AS REPORTED BY PARTNER COUNTRIES

TABLE 9

Annual 1899-2006
All Commodities.
FOB Values in US Dollars

[ PARTNER DATA ]

CHINA'S EXPORTS TO PARTNERS” 1999 2000 2001 2002 2003 2004 _ 2005 20086
39 Countries: ] $291,425,022,494  §360,510,947,042  $370,515,367,624  $435,168,562,206  $549,396,186,057  $/24,603,735,477  $697,679,008,499  $1,081,829,384,747
All Reporting Countries: $294,110,403,819  $364,880,665,262  $375,201,346,605  $448,402,216,006  $564,021,608,628  $748,513,777,773  $919,275737,364  $1,115,604,710,326
39 Partner Countries’ Share 99.09% 98.80% 98.75% 97.05% 97.41%. 96.81% 97.67% 96.96%
CHINA'S IMPORTS FROM PARTNERS 1999 2000 2001 2002 2003 2004 2005 2006
39 Countries: $150,990,740,430  $189,155,592,329  $201,099,170,240  $246,045,671,759  $4338,490,543,080  $438,845,374,735  $512,660,087,330  $611,700,571,820
All Reporting Countries: $153,506,384,.845  $192,774,177,667 __ $204,438,166,877 _ $251,394,572,601  $343,645,506,359  $450,567,932,123  $515,504,143,456  $615,389,016,100
39 Partner Countries' Share 98.36% 98.12% 98.37% 97.87% 96.50% 97.40% 99.44% 99.40%

* - Imports valued at CIF less 5% to approximate FOB vaiues.

SOURCE: GTIS Global Trade Atlas—-Data Reported by Partner Countries
Note: The Global Trade Atlas database encompases a total of 55 reporting countries,
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TABLE 10
Chinase Mi of Trada by Trading Partner
Trade Balances AS REPORTED BY 39 PARTNER COUNTRIES AND BY CHINA FOR THE 36 PARTNER COUNTRIES
Annual 19892006
Alt Commeoditias, FOB Values in U5 Dollars (*)

-hina Trade Balances

=% Reparied (1] 1959 2600 2001 2002 2005 2004 2005 2006

rgentina CAF, $434,520,001 $301,973.456 -$111,163,830 -$778,625.684 -§1,798,705,271 -51,788,862,031 -$1.740.458,723 -$1,465,802,075
entina {Chinal) -$65.392.796 -5272,497 232 ~-$642 877,103 -$892.215,143 -$2,145,918,945 -$2,240,762 864 -$2,284.246 529 -51.508,099,16%
‘hinese Undar {-}Ovarstatement -115.0% ~1802% 478.2% 2T4% 196% 253% 312% 29%
wstralia Customs Valus $1.611.473.454 $1,744,510,240 $1,415,842,735 $2,443,109,618 $3,383,562,714 $5,082,854,211 $3,984,893,610 53,836,218543
Astrezlia {China) -§723.048.688 -$1,344,529.301 -$1.584.234,123 -$569,970.713 -$672.250.374 -$2.114,314.087 -$4.274.064,364 +$4,609,731,366
‘hineso Undar (-WOvarstatemont -143.9% A% 2118% -130.7% «132.9% -141.6% -207.5% -2202%
wstria C.LF. $127,884,930 $206,777 444 £100,876.061 576,112,668 $670417,118 $353,011,723 $530,540,019 $1,371,309,626
wsiria (China) -$170.755,175 -$141,430,983 -$275,280,297 -$356,925,108 -$376,076.754 -$654.433,960 -$647,412,303 -$903,183,205
‘hinese Under (-WOversiatament -#33.5% -168.4% -350.5% 382.1% “156.1% -285.4% ~222.0% ~165.9%
inlghum CILF. $2,039,451.867 $2,262,583,706 $2,162,365,132 $2,359.583,915 $3,362,717.885 $5.060,413,128 $6,737,057 485 $8.414,070,632
wlgium (China) $302 208,965 $983.805.313 $913.097.823 $955,918,536 $1.305.502.650 $2.520.783.588 £3,934,145.208 $5.819,742,120
thinase Under {-)/Overstatement ~55.8% -56.5% -57.8% -59.7% -81.2% -50.2% -A15% ~20.8%
razil F.O.B. $188,900,659 3137070499 -$573.798.237 -$966,370,734 -52.384.924.825 -$1.730.055.294 -$1,480,406,644 -$410,425,709
irazil (China) -$43 458,759 -$316.633,703 -$B66.528,700 -$1,386,522,225 -$3.407,507,398 -$4,548,193,254 -$4.653.439.386 -$4.881 579,157
shinese Under (-¥Overstatement -123.0% -331.0% B1.0% 43.5% 429% 162.9% 214.3% 1089.4%
‘anada F.0.B. $4,232,333,193 85,107,357,947 $5,480,317 889 $7,554,009,914 $9,919,413,803 $13,426,667,080 $18.563,943 652 $23 667,447,886
anada (China} $217,167,980 -$406,146.359 -$478,325,512 $858,839,492 $1,477,353.288 $1,187,159,909 $4,517.039,581 £8,236,207,430
‘hinese Under (-NOverstatement -54.9% -108.0% ~10B.T% -88.5% =85.1% -91.2% 75T% 652%
+hie CAF. $215,360,932 -$74.910.380 -$146,403,828 -$252,061,481 -$653,023,914 -51,458 015,865 -§1,977,310,508 -51,621,307,958
*hile {Ching] -$25,169,591 -$487,568,690 -$422460,610 -$488.631.205 -$849,097,216 -$1.798,257.091 -$2.544,805,790 -$2,204,452,793
hinsse Under (-fOverstatement -1M.7% 551.4% 188.6% 93.5% 30.0% 23.3% 28.7% H.6%
“olembia CiF. $200,653,423 $306.015,815 $426,830,054 $462,983 458 $£560,253,808 $864.786.753 $1.295,260,961 $1,811.756,450
olombia (China) $84.853.895 $125,514,958 $179,886,471 $259.418,293 $341,169,467 $464,398.029 $755,071.128 $1,245 282,836
thinase Under (-)/Overstaiemant. -57.7% -58,0% -57.9% -44.0% 1% -46.3% ~43.2% ~“22.7%
lanmark CiF, £340.168,244 $874,964,435 $359,410,659 $853,939,335 $1,315420,526 $1,636,206,292 $2,418,421 096 $3,030,293,673
enmark (China) $234 577707 $266,005,548 $303.839.276 $312.647 619 $578.838.889 $600.636 515 $1,655,001.970 $2.405,380,510
*hinase Under (-)f0verstatemont -124% ~T06% -64.6% -63.4% -56.0% S511% 186% ~20.6%
nland C.LF. -$503,388,066 -$527,134,948 -5407.412.015 -$310.384,793 -$263.888.713 -$501,000,844 $360,600,487 $1,075.007 489
“infand (China) -$1.375,753,346 -$1,398,383,764 -$1.345427,146 -$283,083,991 -$26,294,809 -§367,303,159 $1,129.728.659 $1,990,187,802
hinese Under (-)fOverstatement 173.3% 316853% 230.2% -848% -90.0% -B4.1% 213.3% 85.1%
‘ranca C.LF. $2,666,731,077 $3,979,407,139 $3,922008,723 $4,189,339,202 $5,020,597,071 $7.094,828,881 $8,233,317,906 $8.797, 774083
‘rance (China) -$597,761,323 -$46.,221.436 5207 467.428 $30,657,768 $1.502.333.803 $2.645,611,108 $3,081,965.850 $3,173.264,344
*hinase Under (-J/Overstatemant =123.3% 101.2% -105.3% -99.3% -70.1% -62.T% 56.6% -£3.8%
Jamany C.LF. $5,530,822,928 $6,323,870,566 $4.632,430.943 $3.377,085.492 $3.694.999.866 $7.897.450.437 $15,212,571,742 $17,028,570,062
. Jemany (China) -$138,439,818 ~§612312.381 -$3,250,708.547 -£4,230,140,853 -$5,725,655,221 -$4,896,695.043 $3,402,183.729 $4,308.972.411
>hitess Under (-NOverstatement -102.5% ~109.T% =170.2% -225.2% -255.0% -162.0% =TT 5% -T4T%
raece C.LF. $507,854,434 $628,100,707 $743,510,798 $6564,507,680 $1,251,435,551 $1.603,210,117 $1,913,922.342 $2,009,234,207
Jreaca (China) $346,101,886 $533.021.188 $638,378,268 $679,681,057 $1,042,627,734 $1.298.330,983 $1,853,762.390 $2,080,825,325
shiness Under {(-yOverstatement 31.9% -15.1% “14.1% -214% -16.7% ~18.6% -31% 35%
fong Kong ClF. $13,185,186,574 513,495,922 008 $9.491,703,970 $4,876,883,709 -$2,936,570.823 -$5.717,G09,369 -$4.529,498.291 -$5,144,997,160
{ong Kong (China) $30.368.417.747 $35,570,480,755 . $37,550,168,694 $48,234.748.980 $65,741 587,604 £689.914.607 583 $112,884 490555 $145.179.803.403
*hinsss Under (-MOvarstatemant 130.1% 163.6% 235.6% 889.0% 2338.7% 1672.8% 25922% 2921.8%
eland F.0.B. $33,200,633 $31,61£,892 $49,393.084 $46.329.751 $75.548,308 $112,025,046 167,478,609 $226.451,754
zeland {China} -$831,104 $4,177,387 $18,310,26% £4.792,615 $23,913,105 $20,005,275 $30,229.707 $39.674,648
rhinese Under (-}Overstatemont -102,5% -B6.8% 67.0% -89.7% £8.4% -B2.1% -84.7% ~825%
-eland CLF $357,293,532 $494,969,153 $304.128.831 $171.463,638 $517.632.739 $733.552.270 $695,338377 $1,012,021,587
“aland {China) $15,686,914 ~522,437.317 -$51,633,401 $115,635,827 $487 820,617 $1.010,976,518 $1,832,511.441 $2,449,205 286
hinage Under (-/Oversiatemant -35.6% -104.5% ~N70% =326% <5.8% 8% 163.5% 142.0%
C.LF, $3,127 614,267 $3,981,521,0128 $3,448,493,576 $3,669,998.467 $5,931,112,113 $8,452,439477 $11,036,150,671 $14,326,068.796

China $378,665,512 $877,854,717 $408.960.254 $723.047.870 $1.835.458,046 53.109.507,987 $5.107.370,002 $7.800,089,221
hinese Under (-)/Overstatement -B7.9% -78.0% -88.1% -80.3% -69.1% -83.4% -53.7% ~45.6% -
C.LF. $17,528,604,615 $22,010,472,105 $23.964,459,781 $18,786,952,435 $14,326,234 324 $15.752.103,812 $23.216,064,071 $19,793,465,789

China) $330,541,627 $2.166,789877 $4,408427.744 -$2,334,555,214 -$11,038,881 476 -$15,945,823,509 -$11,346,994.726 -$18,248,419.842
ihiness Under (-}Overstatament -98.1% -80.2% ~81.6% ~112.4% -ATTA% ~201.2% =1489% -102.2%
Anembaurg ClF. $10482,376 $15,057,308 $17.036,854 $12.111.668 $1,552,027.604 $2.284,748,602 $2.464,790.466 $3,968,351,887
{China) -57.854,555 $10,.215,446 -$16,157,779 $3813,742 $201 624,353 $794.888,923 $1.896.460,578 $1,865,123,917

+hinase Under (-}/Overstatement -174.9% -322% ~184.8% -685% -B7.0% -65.2% 21.3% «53.3%
falaysia €IF. -$286,152,884. $47,122,989 -$206,785,885 $614414,927 -$34,805,592 $1.439,432,069 $3214,674,544 ' $3.368,509.257
dalaysia (China) -$1,751,450.176 -$2.641.361 442 -$2,671,870,573 -53,855,267,471 -$7,156,195,533 -$9,168,668,195 -$8.484,768,908 -$8.657,699,685
hnese Under (-)/Ovarstatemant 512.1% -5705.3% M921% -TXT5% 20460.5% -3 9% -363.8% -362.1%
foxice F.0.B. $1.794.716,168 $2.676,089,508 $3,745,181,851 $5,760,721,832 $8,937.828B,345 $14,008,748,921 $16,406,802,655 $22,753,641,884
4exico (China} $540,874.474 $871,347.900 $1.076.341.748 $1.804,972,527 $1.674.648.979 $2.952.297.379 $3.421,340,371 $6,348 478 BOT
Zhinese Under (-/Overstatsment =64.3% “57.4% -71.2% 68.7% -B12% -78.9% -T79.3% T21%
letherlands C.LF. $3,821,130,670 $6,323,264, 440 $7.611,362,849 $9,338,842,685 $13,926,029.107 $19,662,065,248 $27.180,198,181 $33,098,760,762
Istheriands (China} $4,454,200.887 $5,509.324,633 $5,909,977.802 $7.575.692.898 $11.660.338.,601 $15.700.940,842 $25.868.028,434 $27.377.811,396
+hinese Uhder {-NOversiatemant 16.6% -“129% ~224% ~18.9% -16.7% -20.1% -4.8% -17.3%
lew Zealand V.FD. $363,270,317 $389,786,645 $309,488.718 $471,140.003 $763,571.223 $944.453.038 $1,534,004.700 $1,792,999,979
{ew Zoaland (China} -$114,567.891 -$190,164,383 -5264,548,689 -$166,960,175 -$169.374,115 -$261,517,687 $1.279,514,158 $371,805,275
shinese Under {-}0Overstatetnent -131.5% -148.8% -187.2% -135.4% -122.2% 27 7% ~16.6% 79.3%
losway C.LF, $355,962,270 $671,598,190 $273,525,104 $261,459,628 $778,358,905 $1,382,837,047 $2.051,083.319 $1.761.749 666
lorway (China) -$117,129.635 -$93.517.861 -$129.¥62,238 -$349.963,648 $77.522.620 -$297,175,788 $235,130,113 $512,743,995
shinasoe Under (-VOverstatement ~132.9% -113.0% -147.4% -EA Y -90,0% -121.6% -88.5% T12%
‘atu C1F $784,062 -$167.491.524 -$50,595,403 -$156,586,572 -$66,707.029 -$508,767,902 ~§855,828,479 -$760,884,001
‘any (China) -$163,481,694 -$387,916,433 -$295,930.682 -5447,933,649 -$368,505,564 -$1.020.485.428 $563,266,927 -$1,719,309,557
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TABLE 10
Chinese Misstatomant of Trade Balances, by Trading Partner
Trado Balances AS REFORTED BY 39 PARTNER COUNTRIES AND BY CHINA FOR THE 39 PARTNER COUNTRIES
Annual 1999-2006
All Commoditias, FOB Values In US Dollars ()

ihina Trade Balances

Valualion as Reporied (-] 7959 2000 2001 2002 ~2003 2004 3005 2006
hinesa Under (-}/Overstatement -20951.9% 131.6% 226.7% 186.1% 452.4% 103.4% 164.6% 1260%
hippines F.0.B. $465,100,222 $104,394,326 $180,913527 -$121,601,922 -$345,467,260 $7,148,170 -$1,186,033.984 945,045,666
hitppines (China) $517.930.729 $129 475,587 -$226,238 800 -$1,013.581 441 -$2.809,580,847 54,344,254 597 $2537,619.130 -$11,054,415,494
hiness Under (-}/Overstatement 1A% 220% 241.1% 732.6% 7393% 50674.4% 214.0% 1069.7%
oriugal CLF. $250.680.440 $285,906,896 $245,396,514 $233.654,384 $236,899,110 $424,310,437 $458,715.116 $654,511,841
Situgal {China) $183,711,294 $216.219,519 $192,630,743 $222,404,907 $221.602.139 $321.395.053 $384.070,432 $1,023,675,033
hiness Undor (-)/0verstatermant -26.6% 24.8% 215% 4.5% 5% 243% 16.3% 56A4%
ussia C.LF. -§2,148,850,855 -$2,858,936,560 -$2,444,568,016 -$2,920,271,797 -$3,697 679,370 -$3,807.173.089 -$4,914,896,661 -$1,547,553,361
ussia (China) -$2,513.384,895 -$3,240,972,280 -$4,846 418,503 -£4,463 515679 -$3,203.414,480 -$52,413.492,128 $12,933,061,634 -$632,481,314
hinese Undef {-}/0vetstaisment 17.0% 13.7% 90.3% 52.8% 13.0% 366% -369.7% A5.2%
Ingapore CILF. $1,492825024  $1,381,192,239 $1,506,217 498 $1,563,237,315 $383,654,991 $5,731,982 -$264,150,426 -$628,255,307
ingapora (China) $644, 705,932 $248.034.465 $508.867.185 $267.137.551 -$1.088.970.258 -$606,354,842 $1,012056,615 $6.397.232 759
hinese Undar (-NOverstatement “56.6% 214% B97% 82.9% 2383.8% -10678.4% 483.1% -1118.3%
suth Aftica F.O8. $540,214,901 $651,117.834 $610,620,561 $910,770,363 $1,395 882,739 $2,571,311,858 $3,560,652,418 $4,782,695310
outh Africa (China) $43,120,696 $28,281.491 -$62,737.350 $105.998,340 $280.065,864 $144,307.015 $554.419.924 $1,878.268.617
hinesa Under [-NQverstatement B21% B5.7% -1103% 88.4% -79.0% BEA% 24.4% B0.7%
vlith Korea CiF -$5.,666,652,041 -$8,724,000.272 -$5,967 200,887 -$8.007 529,956 -514,296,044.477 -521,657 544,946 -$25,199,152,333 -$23,330,337.329
outh Korea (China) -$8,553,321,339 -$10.760,029.665 -$9,681 556,470 -$11,643,943,538 -$20,897 660,127 -$31.247,814,181 -$37.913.300.715 -$40.769,448.016
hinesa Under (-JOverstatemant 50.9% 60.0% 61.7% 454% 46.2% 3% S05% T4.7%
pain CIF. 82732810215 $3,106,095.071 $3,189.926,676 $3,526 481,900 $4,851,299, 578 67,014,257,936 $9,638,988,264 $12,351,756,174
pain (China) $1.281,538,921 $1533,073,456 $1,585.116.766 $1,723,667 861 $2.507,644.291 $3.796.073.727 $6.462,879,635 $8,627,565,347
hineso Under (-}Overstaloment £3.1% -50.6% 50.3% B1.1% 46.5% -45.5% 33.0% 202%
weden C.LF. -5148,231,085 -3236,180,605 $29,328,150 $263,378,603 $317,419,275 $538,640,260 $1,356,474,937 $1,925,439,728
wadon {China) -$1,434,047147 -$1,712.867.775 -$1,133,106,327 -5$791,899,310 $1,123,533.367 -$1,308,639,231 -$396,207,745 -$4,583,753
hinese Under {-)/Oversiaterment B857.4% 625.2% -3963,5% 41T -454.0% -343.0% -129.2% -100.2%
wizarland C.LF. $477,000,773 $466,103, 711 $283,862,128 $17,240,625 -$128,579,461 -$316,048,983 $201,700,421 -$208,388,251
wilzeHand (China} -$286,122,330 -$640,378 669 -$901,847 582 -$1,296,708,861 -$1,709.059.595 -$1.9208,089.493 -$1,743,879,852 +$1,533,678.504
hineso Under (-/Overstatament -160.0% -237A% A494% TE17.3% 1225.2% S10.1% 764.6% 414.0%
ahwan C.LF. $1,771,679,678 $1,706,228,776 $875,001,636 -$2,375,606 457 -$10,965.474.816 -$18,158 558,660 -521,835,432,877 -$24,975,961,733 :
abvan {China) -$14,608,835,517 -$19,182,325 526 -$20,971,250,614 -$29,588,707,255 -$37 882,190,564 -$47.973,788.675 -$54,363,576.450 $62.044.064.049
finese Under (-VGverstatement -524,6% 1224.3% 2486.7% 1145.6% 245.5% 160.2% 149.0% 148.4%
halland - $561,464,170 $404,620,970 $668,986,531 $1,129,935,834 $60,746,467 $678,434,826 - $1,485 815,126 $1,162,800,153
‘hadand {China) -$1,205,790,599 -$1.917,172.314 -$1.973.575576 -$2.359.565.763 -$4.558,638.586 -$5.160,350,471 -$5.475,441,095 -$7,300,330,103
hinese Under (-Overstatement 203.5% -573.8% -3950% 300.8% 7604.4% T -BE0E% <458.5% 12T E%
urkay - $804,753,334 $1,157 827,767 $563.203 621 $1.060,172,493 $1.976.655.821 $3.841,090,130 $5,980,858,202 $6,781,245,616
urksy (China) $501,644,438 $957A76.673 $456,764.575 5514965455 $1,659,107,749 $2,260,047,718 $3,650,627,129 $6,500,211,430
hinese Under (-/Overstatement 25.5% -17.3% ETKLA 23.1% 21.1% A12% ~a5.0% 0%
nitad Kingdom. C.LF, $8,297,137,526 $10,839,489,684 $10,765031,352 $12,938,332,078 $15,498,725,518 $19,994,177,684 $24,030,815,039 $28,396,517,190 i
nitad Kingdom (China} $2.635.947.092 $2.897.619.97H1 $3.435,130.705 $4,088,545 387 $7.433,667.278 $10,460,028.624 $13,747 408,878 $17,973,834.705
‘hinase Under (-/0versiatement 755% Ti1% -68.1% 523% 52.0% A1.7% A26% 36.7%
nited Slales Customs Valus $66.668,252.218 $65.809,920.735 $83,096.003.240 $103,064.674,758 $124,068,154,039 $161,937,880,742 $201,544,823,965 $292,548,623,317
hited States {China} $23,502,867,626 $30,895,623,753 $29,425,498,278 $44.092 885 878 $60,321,334,306 $82,553,423.861 $116.640,495,085 $147.255,040,687 ;
hinesa Under (/0verstalement 65.6% 63.1% “64.6% “572% 1A% a8.0% 421% 36.7% :

‘OURCE: Global Trads Atles, Partner Gountrles and China Customs
} All roportad CIF valuss ware convarted 1o FOB values using a 5% CIF/FOB deflator.
ote - Data not adjusted for Hong Kong Re-axports; NA = Not Avalabla, NG = Not Calculabls
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METHODOLOGICAL EXPLANATION

Explanation of Hong Kong-Adjusted Chinese Export/Import Data

China exports goods through Hong Kong to its partner countries, and imports goods
through Hong Kong from its trade partners, in addition to goods traded directly with those
partners. Because Hong Kong is included as one of the partner countries in this analysis, that
portion of total Hong Kong trade originating from or destined to the Mainland (i.e., the re-export
trade) is counted both by Hong Kong and by the destination counfries as trade with China.
However, even when this double-counting of Chinese exports and imports through Hong Kong is
adjusted, China’s trade surplus in 2006 is estimated at a sigmficant $464.2 billion with the 39
partner countries, as shown in Table 5D.

The methodology for resolving the double-counting of re-exports by Hong Kong of
.China-origin and China-destination goods is outlined as follows:

For Chinese imports:

To remove alleged double-counting of Chinese imports,! Hong Kong’s re-exports to
China from the world must be subtracted. The double-counting occurs when the partner countries
report exports to China that actnally arrive in Hong Kong and are then re-exported by Hong
Kong to China (and are reported by Hong Kong as exports to China from Hong Kong). China’s
imports, therefore, are overstated by the re-exports from Hong Kong. In 2006, Hong Kong
reported $143.9 billion of re-exports to China from the world.? A six-percent discount was
applied to these re-exports to account for the estimated re-export mark-up applied in Hong Kong
on other countries’ goods arriving in Hong Kong but destined for China. For 2006, subtracting
the mark-up-adjusted $135.3 billion of Hong Kong’s re-exports to China’s imports from the
world in 2006 results in an adjusted Chinese import total of $476.4 billion (see Table 5D),
compared to China’s unadjusted import total of $611.7 billion (see Table 3D).

! As Hong Kong data are included with partner-country data, some of the world exports to China
are double-counted. According to Bronfenbrenner’s 2001 Report to the U.S.-China Security
Commission/U.S. Trade Deficit Review Commission, “There is a significant share of U.S.
exports to China that are funneled through Hong Kong as re-exports to China (about 42 percent
in 1995).... Some of these Hong Kong re-exports originating in the U.S. and bound for China
are not identified correctly as U.S. exports to China in U.S. trade data” (Bronfenbrenner, 67).
Thus, U.S. and, by extension, world exports that are sent via Hong Kong but destined for the
Mainland are double-counted because they are reported both in the originating country’s export
statistics and in Hong Kong’s exports statistics to China. :

2 As reported by Hong Kong Statistics and Customs.



For Chinese exports:

To remove alleged double-counting of Chinese exports, Hong Kong’s re-export data
from China to the world must be subtracted. The double-counting occurs when Chinese exports
through Hong Kong to other partner countries are counted once by those partner countries as
imports from China, but also again by Hong Kong as its own imports from China. In 2006, Hong
Kong reported $188.3 billion of re-exports from China to the world.> A 25-percent discount was
applied to these estimated re-exports to account for the re-export mark-up applied in Hong Kong
on China’s goods arriving in Hong Kong but destined for the world.* For 2006, subtracting the
mark-up-adjusted $141.2 billion of Hong Kong’s re-exports to the rest of world results in an
adjusted Chinese export total of $940.6 billion (see Table 5D), compared to China’s unadjusted
export total of $1,081.8 billion (see Table 3D).

Calculating China’s balance-of-trade using the adjusted data ($940.6 in exports minus
- $476.4 in imports) results in a Chinese surplus with the 39 partner countries of $464.2 billion in
2006 (see Table 5D).

Explanation of Hong Kong-Adjusted US-China Trade Balances

The U.S. also trades goods through Hong Kong with China in addition to goods traded
directly with China. If these Hong Kong trade flows are ignored, then U.S. exports to China (as
reported by the United States) and China’s exports to the United States (as reported by China)
are undercounted (compare Tables 1 and 2). Even when the trade through Hong Kong is adjusted
and properly attributed, however, China’s trade surplus in 2006 is estimated at a significant
$219.2 billion with the United States, as shown in Table 2B. The methodology for correctly
accounting for re-exports of goods by Hong Kong is as follows:

For Chinese Exports:

To adjust for the under-counting of Chinese exports to the United States, Flong Kong’s re-
exports to the United States from China must be added to China’s reported exports to the United
States. The under-counting occurs when China reports exports to Hong Kong that are then re-
exported by Hong Kong to the United States. U.S. Customs usually is able to atiribute the actual
origin of these re-exported goods to China (rather than to Hong Kong) and records them as such.
China’s exports, therefore, are understated by the value of Chinese goods re-exported from Hong
Kong to the United States. In 2006, Hong Kong reported $40.1 billion in re-exports of Chinese
goods to the United States. A 25-percent discount was applied to these re-exports to account for
the estimated re-export markup applied in Hong Kong on China ’s goods armriving in Hong Kong

3 As reported by Hong Kong Statistics and Customs.

4 “A survey of re-export trade carried out by the Hong-Kong Census and Statistics Department
showed the average re-export markup on Chinese exports to the United States is about 25
percent.... The 25 percent markup [that] gets paid to Hong Kong middlemen, not to China,
inflates the value of Chinese imports in U.S. data” (Bronfenbrenner, 67).



but destined for the United States. For 2006, adding the mark-up adjusted $30.1 billion of Hong
Kong’s re-exports to the United States results in an adjusted Chinese export total to the United
States of $233.6 billion (see Table 2A), compared to China’s unadjusted export total to the
United States of $203.5 billion (see Table 1A).

For U.S. Exports:

To adjust for the under-counting of U.S. exports to China, Hong Kong’s re-exports from
the United States to China must be added to the United States’ reported exports to China. The
under-counting occurs when the United States reports exports to Hong Kong are then re-exported
by Hong Kong to China. China Customs usually is able to attribute the actual origin of these re-
exported goods to the United States (rather than to Hong Kong) and records them as such. U.S.
exports, therefore, are understated by the value-of U.S. goods re-exported from Hong Kong to
China. In 2006, Hong Kong reported $6.5 billion in re-exports of U.S. goods to China. A 6-
percent discount was applied to these re-exports to account for the estimated re-export markup
applied in Hong Kong on U.S. goods arriving in Hong Kong but destined for China. For 2006,
adding the mark-up adjusted $6.1 billion of Hong Kong’s re-exports to China results in an
adjusted U.S. export total to China of $57.8 billion (see Table 2B), compared to the Umted
States’ unadjusted export total to China of $51.7 billion (see Table 1B).

Calculating China’s surplus with the United States using the adjusted data results in a Chinese
surplus with the U.S. 0of $219.2 billion in 2006. See Table 2B.

Explanation of Import Valuation Adjustments

There are several established conventions that countries use to record the value of
imports. The most commonly used system, Cost, Insurance, and Freight Import Value (C.LF.)
includes the cost of insurance and freight in the value of imported goods. Exports, however, are
almost universally reported by a Free-on-Board (F.O.B.) value, which does not include the cost
of transporting the goods. When examining trade balances, imports and exports must be valued
on the same basis. This requires the cost of shipment and insurance to be deducted from import
data that are recorded on a C.LF. basis.

In this analysis, two measures have been utilized to discount C.LF.-reported imports to
their F.Q.B. value. The first method, which is used in practice by the IMF, employs a 10-percent
deduction to C.LF. imports to obtain F.O.B. value.”

The second method utilizes US ITC C.IF./C.V. (Customs Value) ratios for U.S. imports
for consumption from Asia. These data illustrate the US ITC’s estimate of the markup of
imports reported on a C.LF. basis over their F.O.B., or C.V. value. The average mark-up from

> This estimate was obtained from the IMF’s Direction of Trade Statistics Quarterly, June 2003,
Page IX: “... data are first adjusted, to allow for the cost of freight and insurance, by a uniformly
applied percentage assumed to be 10 percent of the F.Q.B. value of imports.”



1999-2002 was calculated to be 4.46 percent.® This figure is corroborated by the average
differences in the F.O.B. and C.LF. indices of actual shipment data as reported in numerous anti-
dumping cases over the years. Thus, the IMF 10-percent estimate may be too high. For
- simplicity, the present analysis discounts imports reported on a C.LF. basis by 5 percent (a round
number derived from the US ITC data) and also employs the IME’s 10-percent discount for a
more conservative comparison. Either method consistently yields large trade imbalances
between China and the world from 1999-2002.

Aunnoat Data on CIF/CV ratios Torall import commoddities from Asia
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CHART 1:
The Growing Divergence between China's Foreign Currency
Reserves and Partner Country Trade Deficit with China
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DATE OF PROMULGATION: 06/22/1998
DATE OF EFFECT: 08/01/1998

 SUBJECT: FOREIGN EXCHANGE

PROMULGATOR: STATE ADMINISTRATION OF FOREIGN EXCHANGE

PRCLEG 131

Dcfaxled Rule for Implementation of Regulation on Managcmcnt Over the Verification of Export Collection of Fon:lgn
Exchange

DETAILED RULE FOR IMPLEMENTATION OF REGULATION ON MANAGEMENT OVER THE
VERIFICATION OF EXPORT COLLECTION OF FOREIGN EXCHANGE
(Promulgated by State Administration of Foreign Exchange in Jun. 22
1998)
CONTENTS
CHAPTER 1 GENERAL PROVISIONS
CHAPTER 2 MANAGEMENT OF ‘VERIFICATION CERTIFICATE OF EXPORT COILECI'[ON OF
"FOREIGN EXCHANGE )
CHAPTER 3 CUSTOMS DECLARATION FOR EXPORT AND RETURN OF STUB
CHAPTER 4 EXPORT COLLECTION OF EXCHANGE AND ITS VERIFICATION
CHAPTER 5 MANAGEMENT OF SPECIAL FORM FOR EXPORT TAX REFUND
CHAPTER 6 LOSS AND REISSUE OF VERIFICAT[ON DOCUMENTS
CHAPTER 7 PUNISHMENTS
- CHAPTER § SUPPLEMENTARY PROVISIONS
CHAPTER'1 GENERA_L PROVISIONS
Auticle 1 This detailed rule is formulated to improve management over
“the verification of export collection of foreign exchange and prevent
drain of cxchaﬁge in compliance with Regulation on Management over the
Verification of Expoit Collection of Foreign Exchange.
Aiticle 2 State Administration of Foreign 'Exchange and 1ts focal
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 branches (heroinaftet referred to as the SAFE and its branches) aro tic
administrative agencies in charge of the verification of_-export
collection of foreign exchange.
Article 3 When exporting goods abroad, domesfic exporting entities
‘should undergo the verification of export colleotion of foreign
exchange. . .
Article 4 In verification of export collection of foreign éxchange, the
system of verificating personnel of export collection of exchange is
adopted. It is the responsibility of verificating personnel of exporting
entity in question to receive veriﬁ_cagion certit;lcate of export
collection of exchange and go through verification of export collection
ofexchange.. Specific rule for the system of verificating personnel
shall be drawn up separately by SAFE. -
Article 5 The verification of export collection of exchangé adhere to
thé principle of administration by place i. e. exporting entities shatl )
register, receive form and carry out verification at SAFE office in the
place where the exporting entity is registered.
CHAPTER 2 MANAGEMENT OF VERIFICATION CERTIFICATE OF EXPORT COLLECTION OF
FOREIGN EXCHANGE
“Article 6 Verification certificate of export collection of foreign
.exchange {hereinafier refered to as "verification certificate™) is the
certificate with uniformed number and validity period. It is prepared
* and issued by the SA¥E and its branches, by which exporiing entities can
£0 through export declaration to Customms, export collection of foreign
exchange in designated foreign exchange bank, verification of export
collection of foreign exchange at the SAFE and jits branches, application
for tax rebate in taxation bureaw. (see appendix.2 for format of
verification certificate) '
Article 7 Exporting entities shall apply for verification certificate at
the SAFE and its branches, which can only used by exporting entities
themselves and can't be lent, used falsely, ransferred, bought or sold,
Article 8 When applying for verification certificate for the first time,
exporting entitics shall bring following documents to the SAFE and its
branches for registration:
. a. Letter of Introductio_:i and application letter of exporting entity;
b. Original text and copy of approval cettificats issued by
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" administration of foreiga trade and economy to perform business of
export & impert; '
c. Sidecopy and copy of Business license of Commerce and Industry;
-d. Copy of code certificate of legal person of enterprises;
- ] e Copy-bf registration cerfificate of customs;
‘£ Copy of export contract;
After making sure the verity of all required materials, the SAFE and its
branches shall make registration for exporting entities.
Atrticle @ When applying for verification certificate, exporting entities
shall on the spot fill in the column of "exporting entity” the name of
the exporting entities or stamp with official seal of the entity. For
official use, the verification certificate shall be stamped with .
official seal of entity. '
Atticle 10 With the help of computer system, the SAFE and its branches
determine the amount of verification certificates that exporting
entities can receive, issue verification certificates to exporting
enfities and mark validity peried on them.
Article 11 Verification certificate is valid within two months since it
isissued. Exporting entities shall return the unused verification
certificate to the SAFE for cancellation within one monith as of the
expiration date.
Article 12 When no longer engaging in export & import business for
- bankruptey, stoppage of production, merge and transfer of production,
exporting entities shail retum the unused verification certificates to
the SAFE and its branches for cancellation within one month, and
continue to finish the procedures of verification of finished export
business according fo relevant provisions.
CHAPTER 3 CUSTOMS DECLARATION FOR EXPORT AND RETURN OF STUB
Article 13 When filling verification certificate, exporting enfities
shall ensure accuracy, completeness and no alteration, and shall copform
10 the recorded content o the customs declaration form (hercinafter
referred to as "declaration form") of exported goods.
Article 14 In the event of forward collection of exchange whose
colfection date is expected to be over 180 days beyond the customs
 deciaration date, exporting entitics shall record at the SAFE and its
branches with forward export contract and verification certificate
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 before customs declaration. Days of the forward period shall be marked -

in the colamn of "means of collection” on the verification certificate.

. ¥frecord has not been made at the SAFE and its branches, they shall be

regarded as spot export collection of exchange.

- Article 15 No matter dealer export ot agent cxport, exporting eatitics

shall use its own verification cerfificate to make customs declaration
for export. ,
Article 16 Customs shall accept and handle declaration for export based

. onverification certificatc within validity period and stamped with

official seal.of the exporting entity, Only after no mistakes are found
in the examination can customs permit entrance and clearance. After the

- goods have been shipped out of Chinese territory, customs shall write

their opinion in the column of "Check and Release by Customs* and stamp
with "proof scal”. At the same time Customs shali issue to éxporting
entitics computer-printed declaration centificate with anti-

falsification tag and marked with total tumover of transaction and

stamped with "proof seal” (Before the computer network is connected
between customs and the SAFE, verification certificate must be pasted
with anti-falsification tag; afier the network has been connected, then

it will be pasted with anti-falsification tag no longer). Then exporting
entities can go through verification procedurés at the SAFE and its
branches with this verification certificate.

'In the event of goods temporarily exported, such as exhibition articles

-outside Chinese territory, free maintenance equipment, free sample, free
materials for lab experiment, self-use mechanical equipment or tools,

‘office and daily life articles of engineering personnet under the item

of contracted engineering project outside Chinese territory, customs

- .shall issue declaration form for verification of export collection of
" exchange in the course of check and release.

Atticle 17 In the case that goods are returned for some reason, after
having finished its import procedures, customs.shall issue a customs
import declaration form. The declaration form shall be marked clearly
with the return of goods and stamped with "proof seal®, then exporting

" entities shall bring the declaration form to go through cancellation

procedures of verification certificate at the SAFE and its branches.
Article 18 Exporting entities shall send the stub of verification
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ceftificats together with comsneroial favoices and declaration fofm to

: ﬁeSAFEandntsbrmchmmﬂnnGOdayssmcethedatcofcusmms
- declaration. 1f the export business is over US $ 10,000 (including US $

10,000) and conducted by means of sending documents by itself,
corrosponding approval documents shall be presented.

"When no mistakes are found in the course of examination of docurents .

provided by exporting eniities, the SAFE and its branches shall take
back the verification certificate and make registration.

CHAPTER 4 EXPORT COLLECTION OF EXCHANGE AND ITS VERIFICATION

Artlcle 19 Document of surrender of exclmnge only for verification of

: export collection of exchange and notice of collection for special use

in verification of export collection of exchange (the above-mentioned
two kinds of certificate are hereinafter referred to as "special copy
for verification of export collection of exchange”) are important
certificate for cxporting entities to finish verification of export
collection of exchange. In case of exchange eamings of exporting
entities, after having determining it is the export proceeds directly
from offshore carnings, bank shall go through the procedures of
surrender of exchange or the entry of the earming into ciicrent account
of exchange of exporting entities. Bank shall also provide the special
form for verification of export coflection of exchange stamped with

~ "Special Combined Scat of Verification of Export Collection of

Exchange”.

Article 20 the special form for verification of export collection of
éxchange shall be filled together with reserve copy of bank and account-
entry form of beneficiary and shall have following elements:

a. the name of the-bank involved;

b. date of surrender of exchange or cﬁtering into account;

. name and account number of collecting entities;

d. amount and kind of currency of collection of exchange;

€. detail, #ts amount and kiad of currency of various deducted expenses;

'L net amount of FX surrender or amount and kind of currency of money

entered into account:
& code number of verification certificate;
h. mark of "Special copy for verification of export collection of

cxchange"'
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i. "official buisiness seal of bank, "Special Combined Seal of
Verification of Export Collection of Exchange”;,

-_In case of ma-ny exports with only one collection of exchange, bank shall
askemportiné entities to provide code mumbers of all verification
certificates corresponding to the colléction. When providing Special

-copy for verification of export collection of exchange, bank shall il -

the code numbers of ali verification certificates.

“The copy fori)énk shall be preserved for 5 years for foture reference.
Bank shall send format of Special copy,for verification of export
collection of exchange and the model of Special Combined Seal of
Verification of Export Collection of Exchange to the SAFE and its
branches for record. _

Article 21-Special copy for verification of export collection of
exchange provided by bank shall be stamped with "Special Combined Seal
of Verification of Export Collection of Exchange” which ¢an only be
stamped on Special copy for verification of export collection of
exchange and can't be stamped on other copies.

Asticle 22 Int case of exchange earnings of exporting entities, after
baving determining it is the export proceeds directly from offshore

- earnings, bank shall differentiate several circumstances and then

according to relevant provisions go through procedures of surrender of
exchange or the entry of the earning into FX current account of
exporting entities. Bank shall also provide special copy for
verification of export collection of exchange stamped with "Special
Combined Seal of Verification of Export Collection of Exchange™:

a. In case of exchange eamings of exporting entities more than uss

.50,000 (including US $ 50,000) and exchange eamings more than US §

50,000 settled in means of documentary L/C, warranty letter and document
collection, bank shall go through the procedures of surrender of

exchange or the entry of the eaming into account according to the code
number of verification certificate provided by exporting entities and
provide exporting eatities with Special Combined Seal of Verification of
Export Colleétion of Exchange.

b. In casc of advance on sales of exporting entities more than US §

+50,000 under the item of export, bank shall go through procedures of

surrendér of exchange or the entry of the earning into account according
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" to original verification certificato stimped with "seal of advance
payment” by the SAFE and its branches provided by exporting entities. In
case ofadvance on sales by- entrusting party under-the item of export,
entrusting party shall go through procedures of surrender of exchange or
the eutry of the eaming info account according to original verification
" certificate stamped with "seal of advances on sales” by the SAFE and
its branches provided by agent and original text of_ agency agreoment.
Bank shall provide exporting entities with Special copy for verification
of export collection of exchange. A
c. In case of exchange earning is mors than US $ 50,000 uader the item
of moans of remittance and the exporting entity belongs to trusted
enterprises in aspect of payment of exchange", bank can fixst go through
the procedures of surrender of exchange or the entry into account. But
only afier the exporting entity has provided corresponding evidential
documents of collection and remittance and original verification -
certificate of the exporting entity stamped with "proof seal” of customs
and are checked in transaction-by-transaction way can the bank provide
Special copy for verification of export collection of exchange. In case
of coﬂecﬁop of exchange by entrusting party under the item. of agent
export and the exporting B!_.'lﬁt:Y belongs to trusted cnterprises in aspect
of FX surrender”, bank can go through the procedures of FX surrender or
the entry of the earning into account according to above-mentioned
method together with original text of agent agrecment But only after the
exporting entity provide corresponding evidential documents of
collection and remittance and original verification certificate of the
exporting entity stamped with "proof seal” of customs and are checked in
-transaction-by-transaction way can the bank provide Special copy for
verification of export collection of exchange.
In case of exchange earnings more than US $ 50,000 under the item of
means of remittance and the exporting entity doesn't belong to "trusted
enterprises in aspect of FX surrender”, bank shall go through the
procedures of FX surrender or the entry into account according to
original verification cextificate of the exporting entity stamped with
*proof seal” of customs. In case of collection of exchange by entrusting
party under the item of agent export and the éxporting entity doesn't
belong to trusted enterprises in aspect of FX surrender”, bank shall 2o
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ﬂlrwghpmoednm ofPchnderorﬂw entrymtn account according
toonglmlverrﬁcatxonccmﬁcateofﬂmexpomngcnhtysmmped

* with *proof seal” of customs. Bank shall provide exporting entifies with

spemalcopy for verification of cxport collection of exchange. )
4l. In case of export collecuonofexchangeseuiedmcashoffore@ .

. CUITEnCY, bankshaﬂgot}lmghtheprocedmofl"}(sunmdcramordmg

to Provisional Ru.le on Control over Collection and Parvmmt in Cash of
Fomgn&mem:yvaom%ﬂc Eutltlm (nguanzx(%) No. 211, st thc
samcﬁmeBankshallprowde exporung entities Mthspecmidocmnentof
Veification of Export Collection of Exchange. -

.¢. In case of money of claim scttlement derived from export credit-
mmanceandothercxportmsumnceofgoods, bank shalf go through the
procedures of FX surrender or the eniry int setffement according to
oniginal verification form provided by exporting entities. Bapk shatl
provide exporting entities with special copy for verification of export
collection of exchange.

Atticle 23 In case of packing loan or export ,documenﬁxy bijL while
going through the procedures of FX surrender or the entry into
setilement bank shall not provide speciél copy for verification of

export collection of exchange. Only afier having collecting the export
loan can the bank go through relevant procedures according to
requ&m in the Article 22 of this detailed rale and provide special

- copy for verification of export collection of exchange.

Article 24 When bank provides exporting entities with special copy for
verification of export collection of exchange according to requirements
it Article 22 of this detailed rule, the mumber of verification

" cetificate marked shall be the same with those provided by exporting
" entitics. When original verification certificates provided by exporfing

entitics are needed for the providing of special copy for verification

of export collection of exchange, the date, amount and kind of CULTency
of payment of exchange and entry info account shall be written in the
column of "sifuation of FX surrender and entry into accouat by
designated foreign exchange bank" on the original verification

certificate provided by exporting entities. It shall also be marked with
word of "surrender and entry into account” or "payment and entry into
account of advauce exchange” and shall be stamped with official business
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scal of bank.
Article 25 In case of sumrender and enixy into account of foilowmg
exchange earnings, bank sha!l not issue special copy for verification of

' export collection of exchauge-

a. don't belong to exchange eamings denved from export or can't be
identified as exchange earnings for the time bemg;
b. not directly degived from outside Chinese territory;
¢. -enter into various exchange account other than exchange settlement
account;
d. have been exntered into various exchange account (including exchange

settlement account) and then surrendered or remitted from the account;

e transferred from other domestic entities or other exchange account of
the same enfity;

£ other circumstances not conforming to the requirements of Article 22 .
of this detailed rule.

Article 26 In case of foreign cxchange having been provided with special
copy for verification of export collecﬁoﬁ of exchange-afier sarrender

of exchange or enfry into account, for various reasons the account shall
be adjusted or used to Ieverse an error entry of account, bank shall
retrieve the issued special copy for verification of export collection

of exchange for destroy. .
Art;lcle 27 In case of agent collecting exchange under the item of agent
export, if agent has exchange settfement account and need to transfer

the exchange belonging to entrusting party into the account of - -
entrusimg party, then all the collected exchange shall be entered into

* ageat's exchange settfement account. Bank provides agent with special

notice of collection for verification of export collection of exchange,
then agent shall transfer the exchange according to refevant provisions.

‘If agent doesn't have exchange settlement account, then they should

surrender exchange. Bank shall provide agent with special payment

dacumcut of verification of export collection of exchange and agent then

shall remit Renminbi to the account of entrusting party.

Axticle 28 Exporting entities shall timely collect exchange after having
made customs declaration for export. They should collect exchange within
180 days as of the date of customs declatation for spot.export. For
forward export, they shall collect exchange according to the stipulated



PRCLEG 1131

dite in the export contract reistered at the SAFE and s branchos.
.‘E@o@gmﬁﬁmmpmmsmmmbMMmgoﬂmugh
verification of expo& collection of exchange within 30 days since the
-receiving date of exchange by taking verification certificate and
special copy for verification of: export collection of exchange issued by
bank. ‘ '

Tt case of export conducted in other special means of trade, exporting
‘enitities shall offel evidential documents according to following
provisions. All the materials provided shail be original without any
-altération: ' .

A_ For export in form of exhibition sale and products abroad, customs
-  declaration form for recntry of exhibition articles shall be provided;

B. Inthe event of export in form of processing and assemblage with
‘imported materials, customs rcgisﬁaﬁo:i form, contract of exporting
entities and approval documents from State Economic and Trade Commission
$hall bo presented and verified as convession charge.

C. Incase of export in form of recovery in kind, approval dt')cuments
- from administration of economic and trade, relevant contract and customs
declaration form of import shall be provided. If the amount of recovery
excoed the figure stipulated in the contract, it should be treatéd and
verified as ordinary trade.

D. In the event of export in form of barter trade, barier trade contract
and eustoms declaration form of import of barter-in goods shall be
‘provided; | |

E. In the event of export in form of processing with imported materials,
full amount of exchange shall be generally collected. Foreign-fonded
enterprises, which can't collect full amount of exchange, shall be
approved in advance by the SAFE and its branches. In case of payment
compensated by receipts, contract, customs declaration form of import
-and customs registration form shall be provided.

F. In the event of export of mechanical equipment and tools, office and
daily life artici&s of engineering personnel needed in contracted
engineering projects abroad, written explanation and contract of labor
" service shal be provided,
Atticle 29 The verification procednres under the item of agent export

are:
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2. agent party shall apply for and receive vgiﬁéﬁon ‘certificate and
£o through export customs declaration and verificatio of éxport
collootion of exchange; b. If éntrusting party is fo colleot exchange
and entrusting party and agent have different local branches of the
-SAFE, then after seceiving exchange, entrusting party shall bring
' '_relevant certificate such as original text of agency agreement and
. special copy for verification of export collection of exchange to local
branches of the SAFE to confirm the special copy for ven'ﬁcatioq of
export collection of exchange. Afier determining the certificate
pmﬁdedbyen&usﬁng party are proper and sound, the SAFE and its
branches shall mark on the Back of special copy for verification of
c_:i;port ‘collection of exchange the name of local branches of the SAFE of
agent party, the name of institution of the agent party, the amount,
kind of currency and date of collection of exchange, then shall stamped
;vith a seal (seal of supervision over collection of cxcﬁge) and at the
same time-enter into standing book. Entrusting party shall pass the
special copy for verification of export collection of exchange confirmed
" by the SAFE and its branches over to agent party which shall in tum go
through verification of export collection of exchange in local the SAFE
and its branches. Agent party's local the SAFE and its branches shall
carry out the verification of export collection of exchange based on the
special copy for verification of export coilection of exchange conﬁnﬁcd
by entrusting party's local the SAFE and its branches and other required
" décuments. 7
:If agent party and entrusting party share same local the SAFE and its
- branches, agent party shall take original text of agency agreement,
special copy for verification of export collection of exchange of _
entrusting party and other required documents needed for verification to
- Carry out verification of export collection of exchange.
¢. If agent party is to collect exchange, then agent party can take
. special copy fér verification of export collection of exchange and other
docuﬂ;ents required for verification directiy to local bureau of exchange
to finish verification procedures. :
Aticle 30 Exporting entities shall collect fult amount of exchange by
the total value of transaction on the declaration form. Ifthe

discrepancy is over US § 500, then they shall provide valid documents to
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the SAFE and its branches and make explanation.

‘Article 31 If under the item of export the retarn and compensation

ocour, the SAFE and its branches shall examine the bona fide nature of
the exchange retumed and compensated to exporting entities. After
offsetting from the pefformapca of verification of export collection of
exchange, they shall issuc "certificate of ofiset vcﬁﬁ(;aﬁpn of export
collection of exchange". Bank shall sell FX and make paymerts upon this
If verification prboedmw have been carried out, exporting entities

" shall also provide certificate of no tax refunded or certificate of

paying an over due tax issued by tax bureau when applying for

"certificate of offset verification of export collection of exchange®.

CHAPTER 5 MANAGEMENT OF SPECIAL FORM FOR EXPORT TAX REFUND
Article 32 After having carried out verification for exporting entities,

the SAFE and its branches shalf mark on the special form of export tax
refimd net amounnt and kind of carrency and date of collection of

cxchange and stamp it with "seal of canceHation” which shail then be
retumed back to exporting entitics.

Article 33 The SAFE and its branches shall provided electrical data
verificated in last month within first 5 workdays of every month to

local taxation burean according to requirements of Mecting Summary of
Strengthening Management of Export Tax Refund through Electrical Data on
Verification of Export Collection of Exchange ((93) Huiguanzi No. 57 of
State Administration of Foreign Exchange and General Administration of
“Taxation.

CHAPTER 6 LOSS AND REISSUE OF VERIFICATION DOCUMENTS
Article 34 If exporting entities lost verification certificate, they

shali make a writien explanation to the SAFE and its branches and report

of the loss within 15 days. After examination and check by the SAFE and

- its branches, the SAFE and its branches will publish invalidity
announcement on newspaper (corresponding fees shall be born by entities

Tosing the verification certificate). And it shall bé treated as
follows:

. @ Incase ofblank \!criﬁcétion cettificate, shall be cancelled;

b. In case of verification certificate which has been used in customs

declaration of export but hasn't gone through verification of export
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oollectionof e;:change, verification of export collection of exchange

* shall be carricd out according to provisions of chapter 4 of this rule
. and issue “cestificate of reissued tax rebate form of verification

cértificate of export collection of exchange”.
©: If verification certificate hds been used to carry-out verification
of export collection of exchange, generally they can't be reissned. In

. special circumstances export tax refund form is demanded to be reissued,

‘exporting entitics shall file application to the SAFE and its branches
by certificate of no cxport tax refunded issned by taxation burean. Only
afler receiving approval from the SAFE and its branches can certificate

- ‘of reissued tax rebate form of verification certificate of export

collection of exchange" be issued.

Article 35 If exporting entities lost declaration form, they shall file
application for reissuc by certificate of not-yet-verified issucd by the
SAFE and its branches. o
Article 36 If cxportix;g entities lost special form for veriﬁcaﬁqn of
export coliection of exchange, they shall first make application for
‘reissue to the SAFE and its branches. After the SAFE and its braoches
Have examined and agreed, they can issue approval document for reissue
of special copy for verification of export colicction of exchange to
exporting entitics in 3 months as of receipt of the'applidation.- Bank
shall reissue the special copy for vérification of export coilecﬁon of

. exchange for exporting entities upon the presence of the apprfwal

document in question and mark the quota of "reissuc” on the reissued
special copy for verification of export collection of exchange: Without
approval from the SAFE and its branches, bank can't presumpiuously
reissue special copy for verification of export collection of exchange

for exporting enfities without authorization.

CHAPTER 7 PUNISHMENTS _

.{h’ticle 37 I bank commit foflowing hehaviors, the SAFE and its branches
shall issue warning, circulate public rcpﬁmand and confiscate illegal
gains and impose fine ranging from 50,000 to 306,000:

a. pmﬁde exporting entities with special capy for verification of

_export collection of exchange not in compliance with relevant

provisions;

b. in case of the elements not fully completed and satisfied, provide
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exporting entitics with special oopy for vétification of export
collection of exchange; '

. -provide same special copy for verii_icaﬁf)p of eprrt collection of
exchange-more than once; -

d. do not carry out settlement according to relevant provisions and

. “result in that exporting entities do not collect exchange beyond the due

day;

©.-don't observe provisions of Asticie 24 of this rule to write on the
original verification cemﬁcate the date and amount of surrender of .
exchange or enfry into account and mark quota of "surrender of exchange
or entry into account of remittance” or "payment of exchange or entry
into account of advance in sales™;

" £ Other violations of provisions of this rule;

Atticle 38 If bank commit following behaviors, the SAFE and its branches
shall issue warning, circulate pui)ﬁc reprimand,-confiscate illegal

gains and impose fine ranging from 50,000 to 300,000:

a_lend, falsely use, transfer, sell or buy verification certificate;

b. alter and forge such verification documents.as verification form,
declaration form, special copy for verification of export collection of
exchange; '

¢. false report of the loss of verification;

- d. repeated use of special copy for verification of éxport collection of

excharge issued by bank:

¢. cheat of verification using other exchange earnings (for instance
non-trade exchange eamings and exchange eamings under capital acconnt)
Article 39 If exporting entities commit following behaviors, the SAFE
and its branches shall issue warning, circulate republic reprimand,
confiscate illegal gains and impose fine rangmg from 10,000 to 30,000:
a. do not tum in the stub of verification certificate to the SAFE

within 4 months as of receipt of the form;

b. under the item of spot export, do not collect exchange in 180 days
since the date of customs declaration or do not carry out verification
within 30 days since collection of exchange without the approvat from
the SAFE. Under the item of forward export, do not carry out
verification within 30 days as of the expected date of collection at the
SAFE.
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c. the diserépancy of ireriﬁqation of export collection of exchange
exceed over 10% of total value of transaction without any proper and
sound reasons; .
-d. in case ofloss of verification certificate, do not report the Joss
to thie SAPE within 15 days as of the loss date;
" e. imused verification certificates haven't boen returned to the SARE
within one month as of the expiration date;
£ loss verification many times and constitute a serions offense;
| '3 having stopped export business because of bankruptcy, stoppage, merge
© " andtransfer, haven't return all the unused verification certificates to
. theSAFEonﬁmatbrcanceﬂaﬁmanddesttoy;

s ‘ h. Other violations of provisions in this rule; .
' CHAPTER 8 SUPPLEMENTARY PROVISIONS
] Atticle 40 The intorpretation of this detailed rule for implementation

rests with the Statc Administration of Foreign Exchange.
i ' Adicle41 This Detailed Rule for Inplementation shall come into effect
: as of Aug. 1 1998 and the Detailed Rule for Implementation of Regulation
on Management over Verification of Export Collection of Exchange enacted
inDec. 21 1990 and relevant documents (sec Appendix V) shall be
repealed at the same fime.

12/15/03
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Chinalawinfo Laws & Regulations
Chinatawinfo Co., Ltd
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DATE OF PROMULGATION: 05/19/2000

DATE OF EFFECT: 05/19/2000

SUBJECT: FORFIGN EXCHANGE/TAXATION

PROMULGATOR: STATE BUREAU OF TAXATION/STATE ADMINISTRATION OF FOREIGN EXCHANGE
PRCLEG 2329

Circular on Relevant Issues Concerning Submitting Tax. Certificates for Sales of and Payment iz Foreign Exchange
Related to Non-trade and Certain Capital Account transactions

Circular on Relevant Issues Concerning Submitiing Tax Certificates for Sales of and Payment in Foreign Exchange
Related to Non-trade and Certain Capital Account transactions

- (Promulgated by State’ Administration of Foreign Exchange and State Administration of Taxation on May 19, 2000}
Guoshuifa (2000) No. 66

Each branch of the State Administration of Forcign Exchange (SAFE), Beijing and Chongging Foreign Exchange -
Administration Department,

Examination and assessment of export receipts of foreign exchange in 1999 in line with Provisional Regulations on
Examination of Export Receipts of Foreign Exchange was accomplished at the end of March 2000. We hm'cby circulate
the result of the cxanunatlon and assessment.

Detailed Rcwardmg and Punishment Rules of Provisional Regulations on Examination of Export Receipts of
Foreign Exchange (hereinafter as the "Detailed Rules” in breif) has been jointly issued by the People's Bank of China,
Ministcy of Foreign Trade and Economic Cooperation (Moftec), and State Administration of Taxation in accordance
with Provisional Regulations on Examination of Export Receipts of Foreign Exchange. We will reward "1999:
honorable enterprises for collection of export receipis™ and punish "1999-high-risky enterprises for collection of export
receipts” according to the result of examination and assessment, and to the "Detailed Rules”, We hereby make notice on
relevant issues concerning implementing the “Detailed Rules" as follows:

1. The People's Bank of China, SAFE, Mofiec, and State Administration of Taxation will stipulate rewarding and
punishment measures respectively to *1999-honorable enterprises for collection of export receipts” and "1999-high-
tisky enterprises for collection of export receipts” in the fields of lending rates, foreign exchange administration, foreign
trade development fund, and export tax-refund. Each branch shall coordinate withi relevant departments when
implement rewarding and punishment measures of foreign exchange administration. -

2. "Honorable enterprises for collection of export receipts” are exempted from sumrendering bond for repati‘iation of

“profits resulting from their overseas investment with the approval of SAFE. The deadline of repatriating profits could be

extended with the approval of SAFE.

3. SAFE branch could raise the balance ceiling of the foreign exchange setilement accouut of Chinese-funded
"honorable enterprises for collection of export receipts" from 15 percent to 30 pércent of their annual foreign trade
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“vohume if they apply to do so. Other key clements of accounts, including the scope of deposits and wﬂhdrawals, the

method concerning the sale of forcign exchange are completely the same. Balance ceiling the account is fixed in the
first quarter of each year according fo the foreign trade volume of enterprise in the previous year. When applying to
adjust the balance.ceiling of their foreign exchange settlement account with SAFE, "honorable enterprises for collection

of export receipts” shall submit relevant documents prescribed in Operational Procedures for Maintaining Certain

" Amount of Foreign Exchange Receipts. SAFE shall fix the balance ceiling of the enterprises’ foreign exchange

settlement account after verifying submitfed documents by comparing their foreign trade volume in the previous year
with the dada provided by Moflec, and confirm the ceiling by affixing a seal to "the Application Form for Fixing

" Balance Ceiling of Foreign Exchange Settlement Account”. Supervision over foreign exchange scttlement accounts lot'

Chinesc-fanded "honorable enterprises for collection of export receipts” shill be conducted still according to Circolar
ot Permitting Chinese-fanded Enterprises to Maintain Certain Amount of Their Fi oreign Exchange Receipts and
Operational Procedures for Maintaining Certain Amount of Foreign Exchange Receipis,

4. SAFE shall transmit the detailed name list provided by the Mofiec of large export enterprises whose exports
were more than USD200 million in the previous on to relevant SAFE branches. The relevant branches are required fo
publish the listed enterprises as "honorable entetprises for collection of export feceipts” and grant them corresponding
reward if the ratio of their export receipts is not lower than 85 percent and the ratio of their surrendered verification

forms of export receipt is not lower than 80 percent.

5. Mofiec and its branches shalf suspendits foreign trade right if the enterprise is assessed as "high-risky enterprises
for collection of export receipts" for one year or as “risky enterprises for collection of expoit receipts” for two
successive year. Each branch is required to make wiitten notice of the assessment result in this year to "risky enterprises
for collection of export receipts™.

6. The assessment result for the year of 1999 is valid from April 1, 2000 through March 31, 2001.

12/15/03
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40 of 72 DOCUMENTS
Chinalawinfo Laws & Regulations
Chinalawinfb Co., Ltd
All Rights Reserved.
DATE 6F PROMULGATION: 06/20/1996
DATE OF EFFECT: 07/01/1996,
SUBJECT: FOREIGN EXCHANGE
PROMULGATOR: PEOPLE'S BANK OF CHINA.
. PRCLEG 526.

Regulations on the Sale and Purchase of and Payment In Foreign Exchange (1996)

REGULATIONS ON THE SALE AND PURCHASE OF AND PAYMENT IN FOREIGN EXCHANGE
{Issued by the People's Bank of China on June 20, 1996}

" CONTENTS :
CHAPTER ONE GENERAL PROVISIONS
CHAPTER TWO THE SALE AND PURCHASE OF AND PAYMENT IN FOREIGN EXCHANGE FOR
CURRENT ACCOUNT TRANSACTIONS

" -CHAPTER THREE THE SALE AND PURCHASE OF AND PAYMENT IN FOREIGN EXCHANGE
CAPITAL ACCOUNT TRANSACTIONS
CHAPTER FOUR SUPERVISION ON THE SALE AND PURCHASE OF AND PAYMENT IN
* FOREIGN EXCHANGE _

“CHAPTER FIVE SUPPLEMENTARY PRGVISIONS
CHAPTER ONE GENERAL PROVISIONS

'-Mle 1 These Regulations are formulated with a view to achieving

convertibility of the Renthinbi for current account transactions through

-the introduction of 2 set of rules governing the sale and purchase of

-and payment in, foreign exchange. ‘

A'Iﬁclé 2 Banks involved in foreign exchange business shall comply with

these Regulations in mndmﬁng businesses related to the sale and

purchase of forcign exchange, opening foreign exchange accounts and

making external payments all within the business scope duly autherized

by the People's Bank of China and the State Administration of Exchange

Control.

Page 1
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Articlé 3 Domestic entities shall promptly repatriate all foreign
exchange from abroad unless otherwise anthorized by the government.
Article 4 Domestic entitics, resident individuals, foreign

establishments in China and foreign nationals shall comply with these

Regulations with respect to the sale and purchase of foreign exchange,
opening foreign exchange accounts and making cxtema!'payments: :

.Article 5 When receiving foreign exchange and making external payments

in foreign exchange. through banks involved in foreign exchange business,

dom&;tm entities and resident individuals are obliged to report on

balance of payments statistics in accordance with the Regulations on

Reporting Balance of Payments Statistics and other relevant regulations

as'well .

CHAPTER TWO THE SALE AND PURCHASE OF AND PAYMENT IN FOREIGN EXCHANGE FOR
CURRENT ACCOUNT TRANSACTIONS

" Article 6 Except as provided in Article 7, 8 and 10 of these Regulations

-with respect to the coverage and quantity for foreign exchange
settlement, ait the following foreign exchange receipts for domestic _
entities shall be sold to designated forcign exchange banks in full:

1. Export proceeds for goods in foreign exchange or foreign exchange

incorne generated from entrepot business characterized by an initial

payment and subsequent reimbursement and other types of transactions,
m which export proceeds in foreign exchange settled under a
documentary letter of credit/payment guarantee and documentary
collection shafl be sold to designated foreign exchange banks upon the:
presentation of valid commercial documents, and export proceeds for
goods in foreign exchange setiled by remittance shall be soldto
designated foreign exchange banks upon the presentation of the
Verification Certiffcate for Export Proceeds;

2_Foreign c_:cciaange eamed by successful international competitive .
‘bidding for contracts funded by overseas loans;

3. Foreign exchange eamed from domestic duty-free shops administered by
the customs authorities; .

4. Foreign exchange earned by provision of goods er services in
connection with transportation (inclusive of all means of
transportation), pots (inclusive of airports) and postal and

telecommunication services (exclusive of intemational remittances),

Page 2
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advertisement, consulting, exhibition, consignment, repairs and
maintenance, etc, and other agency services; ._

5. All types of administrative fees, fines and confiscation in forcign
exchange collected by administrative and judicial agencies:

6. Foreign exchange received for the transfer of intangible assets such
asTand use right, copyright, trademark, patent; non-patent technologies

- and good will; in case that these intangible assets belong to an

individnal, the sale of foreign exchange is optional; .

7. Profits in forcign exchange repatdated by enterprises with direct
mnvestment abroad, foreign exchange earnings generated from foreign
economic aid progtams and other types of forcign exchange income derived
from overseas assets; .

8. Compensation for claims abroad and refund for security deposit in
“foreign exchange; o

9. Forcign exchange income generated from property rentals and other

" types of foreign assets;

10. Foreign exchange income from insurance companies for writing
insurance policies denominated in foreign currency;

11. Net forcign exchange income from financial institutions duly -
authorized under the License for Foreigr Exchange Business;

12. Foreign exchange from overseas grants, sponsorships and aid
programs; and

13. Other types of foreign exchange that shall be sold to designated
foreign exchange banks in accordance with regulations of the State
Administration of Exchange Control. ’

Article 7 Domestic entities (exclusive of foreign-funded enterprises)
‘may apply to the State Administration of Exchange Control or its local
branches (hereinafter referred to as the SAEC for both) for the
permission to open foreign exchange accounts with banks invelved in
foreign exchange business and shall sell fo the banks the following

types of foréign exchange in accordance with the relevant regulations:

1. Foreign exchange received in the course of normal business operations
by companies undertaking contracts, providing labour, engaging in
technical co-aperation projects and offering other services abroad;
2. Foreign exchange collected for payments on the part of those
businesses that act as an agent for international transactions;
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3. Foreigh .excbange under suspense account, including overseas security

deposit for tender bond, performance bond, receipts for later

' disbursements under entrepot trade; interational foreign exchange

Temittances performed by post and telecommunication services; advarice

.payments in foreign exchange received by Class A travel agencies from

foreign travel agencies; foreign exchange reccived by railway carriers
for providing insured overseas transportation; foreign exchange security
deposit and collateral received by the customs authorities;

4. Insurance premiums in foreign exchange received by insurance

companies for providing insurance and reinsurance abroad and insurance
premimms in foreign exchange pending setilement.

The foregoing net foreign exchange incomie shall be sold in full to
designated foreign exchange banks within the prescribed time limit.
Article 8 Foreign exchange earmarked for external payments for grants,
sponsorships and payments under aid agreement can be- retained subject to
the approval of the SAEC.,

Articie 9 The following types of forcign exchange can be retained:

1. Foreign exchange held by foreign embassies and consulates, resident
offices of international organizations and other foreign legat persons;
and
2, Personal holdings of foreign exchange by residents and visitors from,
abroad. '

. Article 10 Foreign-funded enterprises may retain their foreign earnings

derived from current account transactions below the ceiling prescribed
by the SAEC and any excess amount shall be sold to designated foreign

-exchange bank or sold in foreign exchange swap centres.

Article 11 The sale of any foreign currency in cash fof an equivalent
amount exceeding US$10,000 shall require the customer to present to the
designated forcign exchange bank his valid identification card and
dowménts certifying the source of the foreign currency in question
before the bank proceeds with the transaction and then files it for the
records of the SAEC.

Article 12 Bascd on the permission to open foreign exchange accounts
under Atrficle 7, 8, 9 and 10 of these Regulations, domestic entifies,
foreign establishments in China and visitors from abroad may open such

accounts at banks involved in foreign exchange business in accordance
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with the relevant regulations governing the operations of foreign
exchange accounts. . .

Article 13 Domestic entities may make external payments from their own
foreign exchange accowmts or v;rith the purchased foreign exchange at

"+ designated forcign exchange banks for frade and non-trade refated

operational expenses upon the presentation of valid commercial documents
consummate with the payment method as well as other valid commescial
documents Hsted as following:

1. For the import of goods under a documentary letter of credit/payment
guarantee, i case of the purchiase of foreign exchange for opening a

letter of credit, the itport contract, Verification Certificate for

- Foreign Exchange Payments for Imports and the application for opening
- L/C shall be presented; and in case of the purchase of foreign exchange.
" for payments, valid commercial documents under the letter of credit for

payments shall also be provided. The-ensuing verification of imports
shall require the presentation of the original form for customs

" declaration for the imported goods;

2. For the import of goods under document collection, the import
contract, the Verification Certificate for the Foreign Exchange Payment
of Immports, the payment instrument for imports and other valid
éommcrcial documents under documentary collection shall be presented.
The ensuing verification of imports shall require the presentation of

the original form for customs declaration for the imported goods;

3. Forthe import of goods under remittance payment, the import
contract, the Verification Certificate for the Foreign Exchange Payment
of Empotts, the invoices, the original form for customs declaration for
the imported goods, the original transportation documents shall be
presented; and in case of any discrepancy between the name of the
beneficiary on the bill of lading and the business on the customs
declaration form and thename of the buyer on the import cont:acf, and
agency agreement between these two parties shall be presented:

4. For an advance payment nof exceeding 15 per cent of the total
contract value or exceeding 15 per cent but in an amount of less than an
equivalent of US100,000, the import contract and the Verification
Certificate for the Foreign Exchange Payment of Imports shall be
presented. For the import of such goods among the foregoing four types
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~ of imports subject to import quota or import control given their special

nature, the import permit issued by the relevant goverament agency or.
the import certificate shall be presented; for the import of goods under
the automatic régisﬁ'aﬁon system, a completed form of registration '
shall also be presented:

5.’ For transpoztation and insurance e:cpenées for imports, the fmport

. confract and the original receipts for transportation and insurance
. chiarge shall be presented;

6. For implicit commissions not exceeding 2 per cent of the total
contract value and explicit commissions of 5 per cent-or any other

- amount above the foregoing percentage but below an equivalent of
US$10,000, the import contract or commissions agreement, foreign

exchange sale receipt or notice of payment shall be presented: as far as
transportation and insurance expenses for export are concerned, the

- export contract, the original receipts for transportation and insurance

charge shall be presented;

‘1. For the residual payment for imports, the import contract,

Verification Certificate for the Foreign Exchange Payment of Imports and
Quality Inspection Certificate shall be presented;

" 8. For other subordinate charges, such as charges for the provision of
* writien materials, technical know-how and inforﬁ:ation, the import or
- export contract, Verification Certificate for the Foreign Exchange

: Payment of Imports, Verification Certificate for Export Proceeds,

invoices or receipts for these charges or notes of explanation signed by

* managers from the impoit and export businesses shall be presented;

9. For purchase of goods from bonded areas and bonded warehouses and
purchase of imported exhibits, valid docurents specified in Section 1 to
8 and valid commercial documents shall be presented;

10. For import of intangible assets such as patents, copyrights,
trademarks, computer software, etc, the import contract or agreement
shall be presented;

11. For refund and compensation related to expotts, the foreign exchange
sale receipt or notice for payment, claim form, claim settlement
certificate and verification cestificate indicating the reduced export
proceeds shalt be presented; and

12, For security-deposit required by tender bond for overseas contracts,
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mderdocumcnts shall be presented; dud for performance bond and

advance funding for projects, coniracts shall be presented.
Article 14 For the following types of extemnal payment to be made by

" domestic entities for trade and non-trade related conunercial purposes,

the pairment in foreign exchange can be made from the customers' foreign
exchange accounts or with the purchased foreign exchinge at banks
involved in foreign exchangé business upon the presentation the payment

- Tist and such transaction is subject to ex-post verification:

L. Paymeats for duty-free imports made by businesses duly authorized by
thie State Council to scll duty free goods within the prescribed business
scope; -

2. Payments.made by airline, ocean freiglit, milway departments
ibusinesswj for charges related to international transportation,

equipment maintenance, port facilities, faels, insurance, non-financial
leasing and others;

: 3. Food and other types of allowance paid by airline, occan freight and

railway transportation departments (businesses) to their crew fot
international .senricc; and

4. Post and telecommunication expenses incurred abroad by post and
telecommunication departments.

Article 15 The following types of external payment can be made fiom
their own foreign exchange account of the domestic entities or from the
purchased foreign exchange at designasted foreign exchange banks after
the verification of the bona fide nature of the transaction by the SAEC:
1. Advance payments for goods cxceeding the prescribed percentage and
arnount as stipulated in Section 13.4;

2. Commissions exceeding the prescribed percentage and amount as
stipulated in Section 13.6;

3. External payments under entrepot characterized by an initial payment
with later reimbursement;

4. Interest payment for external debt; and

5. Cash withdraw exceeding an equivalent of US$10,000.

Article 16 Interest payment by domestic entifies for loans in foreign
currency extended by domestic financial institutions can be made fom
their own foreign exchange accounts or with the purchased foreign
exchaﬁge at designated foreign exchange banks upon the presentation of
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the Foreign Exchange Loan (on-lending) Registration Certificate, loan

* agreement and interest payment notice.

Article 17 The provision of foreign exchange for the budgetary agencies,

- instiitions and social organizations for non-frade and non-commercial
-activities shall proceed in accordance with the Provisional Regulations

on the Provision of Foreign Exchange for Non-trade and Non-Commercial

(Activities.

Article 18 The provision of foreign exchange for extra-budgetary
‘domestic entities can be made from their own foreign exchange accounts
or with the purchased foreign exchange at designated foreign exchange
‘banks upon the presentation of the following documents:

1. For expenses involved covering exhibitions, trade and investment
‘promotion programs, fraining programs, film and television programs
abroad, relevant cdﬁtmcts, the notice of payments from abroad and the.
‘approval of the govemmf.ni: department in charge shall be presented;

2. For expenses involved covering promotion programme abroad, foreign
aid, grants, membership dues to infernational organizations,

registration fees for international conferences, the approval of the
goventment departmeént in charge and other relevant documents shall be
presented;

3. For expenses involved covering the stert-up fees and annual budget
for establishing overseas representative offices, the approval of the
government department in charge for such establisliment and the proposed
budget shall be presented;

4. For examination fees paid abroad by the foreign examination co-
ordination centers under the State Education Commission, the confract
with foreign counterparts and the statement from foreign institutions
oﬁ'eﬁug such examinations as well as the settlernent notice shail be
presented;

" 5. For expenses involved in arranging for trade mark, copy right

registration, application for patent and other iegal or consulting

services, the contract and invoices shall be presented; and

6. For traveling expenses on business trips abroad, the travel approval
issued by the duly authorized government department shall be presented.

The provision of foreign exchange for such non-commercial activities

listed in Section 1 to 6 can be made from the customers’ foreign
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exchange accounts or with the purchiased foreign exchange at designated
foreign exchange banks after the verification of the bona fide natuwe of
the transaction by the SAEC. . .
Article 19 The provision of foreign exchange for personal travel abroad
shall proceed in accordance with the Regulations on the Provision of
Foreign Exchange for Personal Travel Abroad and the Regulations on
Foreign Exchange Remittances by Residents in China.

Atticle 20 The following types of legitimate income for resident
individuals who migrate abroad can be sent abroad with the purchased
forcign exchange at designated foreign exchal'lge banks duly authorized by
the SAEC upon the presentation of their identification cards and valid
documents listed as following: )

1.- For interest on deposit in Renminbi, the statement for interest on
depositin Renminbi shall be presented;

2. For rental income from properiy, the rent agreement and statement
issued by the property rent agencies shall be presented; and

3. For income generated from other assets, the relevant documents and
income statement shall be presented.

Article 21 For repatriation of profits and dividends after tax by the
foreign counterpart in an foreign-fumded eaterprise, the payment can be
made from their own foreign exchange accounts or with the purchased
foreign exchange at designated foreign exchange banks upon the

presentation of the proposal for the profit distribution adopted by the

board of directors. For remittance of salary in Renminbi after tax by

foreign, overseas Chinese employces and those from Hong Kong, Macao and
Taiwan, the payment can be made with the purchased foreign exchangeat

designated foreign exchange banks upon the presentation of certifying
documents. ) '
Article 22 For dividends to be paid in foreign cumrencies based on the

 relevant regulations, the payment can be made from the custoriers' own

foreign exchange accounts or with the purchased foreign exchange at
designated foreign exchange banks upon tie presentation of the praposal
Tor the profit distribution adopted by the board of directors after

taxes are paid.

Axticle 23 For remittance of legitimate income in Renminbi by foreign

establishments in China and foreign nationals, the payment can be made
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at designated foreign exchange banks duly authorized by the SAEC upon
the presentation of certifying documents and the statement for fees and
charges collected.

Artjcle -24 For remittance of sale procceds in Renminbi by foreign
establishments in China and foreign nationals for personal effects,
cquipmient and utensils, etc, that they brought in from abroad or
purchased in China, the payment can be made at desigrated forcign
exchange banks duly authorized by the SAEC upon the presentation of the
registration card issued by the State Business Administration or

personal identification cards and the certificate for such sale.

Axticle 25 Forcign nationals in China, overseas Chinese and Chinese
compatriots of Hong Kong, Macao and Taiwan may, prior to their exit,
exchange back the unused portion of Renminbi balances upon presentation
of their-passports and the origina} exchange receipts (valid for six

months after the transaction). ' '

CHAPTER THREE THE SALE AND PURCHASE OF AND PAYMENT IN FOREIGN EXCHANGE

CAPITAL ACCOUNT TRANSACTIONS

" Article 26 Domestic entities shafl open up foreign exchange accounts for

capital account transactions at banks involved in foreign exchange
business.

Article 27 The following types of foreign exchange belonging to domestic
entities can not be sold to designated foreign exchange banks without -

" prior approval of the SAEC:

1. Foreign exchange brought in by overseas legal persons or natural
persons for direct investment in China;

2. Foreign exchange proceeds from overseas loans and the issue of bonds
or shares denominated in foreign currency; and

3. Other types of foreign exchange derived fiom capital account
transactions duly approved by the SAEC.

Except export proceeds under collection, loan proceeds in foreign
cuzrency collected in China and intemnational commercial loans raised by
Chinese and foreign joint ventures can not be sold to designated foreign
exchange banks. '

Article 28 Foreign exchange proceeds from the sale of property or other
assets by domestic entities to people abroad can be sold to designated
foreign exchange banks for any amount exceeding the ceiling provided in
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Article 10.
Afticle 29 For repayment of loan principal in foreign exchange by
domestic entities to Chinese financial institutions in China, the

payment-can be made from the customers' own foreign exchange accounts or

with the purchased foreign exchange at designated foreign exchange banks

" upon the presentation of the Foreign Exchange Loan (on-lending)
Registration Certificate, loan agreement and notice for repayment issued
by the creditor.

Article 30 Domestic entities may apply to the SAEC for foreign exchange
forthe follo;wving capital account transactions upon the presentation of

the following required documents and the payment can be made from their
own foreign exchange accounts or with the purchased foreign exchange at
designated foreign exchange banks based on the approval of the SAEC:

1. For repayment of principal of foreign debt, the registration

certificate for foreign debt, loan agreement and notice for principal
repayment issued by the credijior;.

.‘2. For extemnal guarantee, the contract for guarantee, Registration
Certificate for Guarantee in Foreign Exchange and payment notice issued
by overseas entities shall be presented;

3. For remitiance of investment fund abroad, the approval issued by the
government departient in charge and investment centract shall be
presented; and

4. For authorized capital input in foreign exchange contributed by
Chinese counterparts in the foreign-funded business, the approval of the
government department in charge and the contract shall be presented.
Article 31 For the inctease, transfer and other forms of disposal of
capital in forcign exchange by the foreign-funded business, the decision
made by the board of directors shall be presented to the SAEC for
approval and thex the payment can be made from their own foreign
exchange accounts or with the purchased foreign exchange at designated
foreign exchange banks upon the presentation of the notice for purchase
of foreign exchange issued by the SAEC:

The investment of capital in foreign exchange in China by the foreign-
funded investment companies and the use of retained eamings by foreign
counterparts for capital replenishment or reinvestment shall proceed
upon the approval issued by the SAEC.

Page 11
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CHAPTER FOUR SUPERVISION ON THE SALE AND PURCHASE OF AND PAYMENT IN
FOREIGN EXCHANGE

Article 32 Forcign-finded businesses may sell or purchase foreign -

exchangg at designated foreign exchange banks or in foreign exchange

swap centres; other domestic entities, resident individuals, foreign

‘establishrients in China and visitors from abroad can only sell or

purchase foreign exchange at designated foreign exchange banks,
Mcle 33 Before making external payment from customers’ own foreign
exchang accounts, banks fnvolved in foreign exchange business shall
verify the transaction in accordance with the appropriate use for the
given foreign exchange accounts and the provisions of Chapter Two and
Three of these Regulations. - -

Article 34 Having completed 2 transaction for the sale or purchase of
foreign exchange, designated foreign exchange banks shall stamp the
valid corcesponding documents as well various commercial documents and
file all these documents for records,

Axticle 35 Designated foreign exchange banks shall quote the buying and
selling ra:te to banks' customers on the basis of middie exchange rate

for Renminbi announced by the People's Bank of China every day: and

 within the prescribed margin for exchange service.

Axticle 36 The payment from customers’ own foreign exchange accounts or
with the purchased forcign exchange shall proceed on such a date
provided Eby the settlement method or the relevant contract and earlier
payment is prohibifed; Advance purchase of foreign exchange is also
prohibited except for debt servicing or opening a letter of

credit/placing security deposit for payment guarantee.

Article 37 With a view to reducing exchange rate risk related to future
payments or debt servicing for customers, designated foreign exchange
banks may arrange for forward contracts between Renminbi and foreign
currencies orprovide other types of hedging services.

Article 38 The payment for the import of goods under barter trade can
not be made with the purchased foreign exchange or from customers’ own

foreign exchange accounts unless otherwise approved by the SAEC.
. Article 39 Banks involved in foreign exchange business are obliged to

send fo the SAEC reports on the sale and purchase of and payment in
foreign exchange. Designated foreign exchange banks shall formulate an
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_internal monitoring system for the sale and p&chas‘e of foreign exchange
and promptly report to the local branches of the State Administration of
Exchange Control in case of any unusual circumstanges.

Atticle 40 Domestic entifies shall open forelgn exchange accounts at the

. banks involved in foreign exchange business of their choice in the place

of their incorporation and proceed with the sale and purchase of and
payment in foreign exchange in accordance with these Regutafions.
Domestic entities shall need the approval of the SAEC for opening
foreign exchange accounts in other places outside fhe place of their
incorporation or abroad:For foreign exchange derived from current
account transactions for foreign-funded enterprises, they may open
foreign exchange settlement accounts at the banks involved in foreign
exchauge business at their own discretion in their place of
incorporation subject to approval.

“Article 41 Banks involved in foreign exchange business and other

domestic entities involved in the sale and parchase of and payment in
foreign exchange are subject to the unconditional Wim and
inspection of the SAEC and shall present or submit all documents when
necessary. In case of violation of these Regulations, the SAEC may issue
a wamning, confiscate illegal income and impose a fine; in case of
serious violation, the SAEC may order baoks involved in foreign exchange
business in question to suspend their business for the sale and purchase
of foreign exchange,

CHAPTER FIVE SUPPLEMENTARY PROVISIONS

Article 42 The power of interpretation for these Regulations rests with
the State Administration of Exchange Control.
Article 43 These Regulations shall come into effect July 1, 1996. The
Provisional Regulations on the Sale and Purchase of and Payment in
Foreign Exchange issued on March 26, 1994 shall be repealed. In case of
any contradiction with rules and regulations issued prior to these
Regulations, the latter shall prevail.

12/15/03
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CHAPTER I
APPLIGATION OF TARIFF RATES
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